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I 


The Aldrich-Vreeland act of 1908, passed largely for political 
effect and expiring July 1, 1914, was the cover under which prepa- 
rations were made for a thorough revision of our currency system. 
That act was negative in its working, and no resort was ever made 
to its provisions for issuing emergency notes through currency 
associations. In the autumn of 1912 and 1913 the tension of credit 
was probably as extreme as in 1907, but, as was to have been 
expected, no use was made of the act. The essential theory of it 
was the obvious dependence on an issue of bank notes as the remedy 
for a stringency; while, in truth, the difficulty lay in the short- 
comings of our credit organization. Deeper than the inelasticity of 
the bank issues lay the inelasticity of credit and of the power to 
lend. It is interesting, therefore, to watch the development of 
recent reform proposals and to see how far they showed an under- 
standing of the real weaknesses of our banking and monetary 
system. 

The formation of currency associations under the act of 1908 was 
urged by Secretary MacVeagh on the various clearing-house centers; 
but they were organized with much skepticism as to their actual use. 
The tax on the notes was unintelligently heavy, making their use 

? For a full study of this law, see the article by the present writer in the Journal 
of Political Economy for October, 1908, pp. 488-513. 

293 





294 JOURNAL OF POLITICAL ECONOMY 


almost prohibitory. On the other hand, if resort had been made 
to these notes rather than to clearing-house certificates, they would 
have had the advantage of a circulation wider than the narrow 
field of the certificates. Since they could not, however, be used 
as lawful reserves by national banks, they would not, in fact, have 
touched the lending power of these banks as directly as did clearing- 
house certificates. If A could not get a loan or extension at Bank 
X, and transferred his account to Bank Y on the promise of notes 
to be obtained through a currency association, A might have used 
these notes to take up his obligation held by Bank X; the next day 
Bank X would have presented these notes to Bank Y as a demand 
obligation against cash reserves; thus they would not have been so 
useful as clearing-house certificates which could have been used in 
settling balances between banks. Yet, apart from the tax, some 
bankers believed that these notes would have been effective in time 
of stress. Certainly, by being paid out to the public, they might 
have prevented, to some extent, the drawing-down of banking 
reserves of lawful money. At the best they could have been only 
a palliative. Yet it should be noted that these notes, whatever their 
efficiency, broke with the past unmistakably by being obtainable 
on the pledge of other security than United States bonds. 

The provision in the act creating a National Monetary Com- 
mission had important consequences. Its composition, however, 
was typical of our methods: the 18 members were chosen equally 
from the two houses of Congress, and practically none of them were 
experts. Consequently, the education of the Commission itself 
was the first duty, and a considerable number of treatises were 
prepared at the behest of the Commission on topics more or less 
pertinent to the subject. Probably few persons ever read them all; 
they had little influence on members of Congress, and practically 
none at all on the general public. They were, indeed, desirable to 
special students of banking. The formation of a concrete plan of 
reform, however, came through the visits of the chairman and some 
others to Europe and through other influences. It is to the credit 
of the chairman, Senator Aldrich, that, in comparison with his 
attitude in 1908, he performed a complete volte face. European 
experience, well known already to American students of this sub- 
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ject, was now driven home on those who might influence the action 
of Congress. But the definite outlines of the plan presented 
January 17, 1911, must have been due to the suggestions of a few 
experienced persons in this country, who were consulted by the 
chairman near the end of 1910. Whatever its origin, the plan 
actually laid before the country had the distinction of attacking the 
pivotal weakness of our system—the organization of credit. That 
was an epoch-making advance. Into the personal and political 
animosities connected with the chairman of the Commission it is 
needless to enter here; but in getting legislation it is obvious that 
political prejudices are facts as much as stone walls, and they had 
their due influence on the result. 


II 


In fact, political considerations were ruling in regard to a sub- 
ject which of all others ought to have had nonpartisan treatment. 
During 1912, every effort was made to keep the currency question 
out of politics. The fact, however, that the plan was intimately 
associated with the name of Senator Aldrich, the head of the Pro- 
tectionist Republicans, was present in everyone’s mind. This fact 


forced the question into politics. The Commission, from the 
Republican point of view, made the fatal mistake of waiting four 
years before presenting its report until the lower house became 
Democratic. The reaction in favor of the Democratic party made 
it patent that no bill unsatisfactory to the Democrats could become 
a law. But the demand for nonpartisan action was still so great 
that even Democratic leaders believed that, while the matter could 
not be brought up in the winter session of 1911-12, just before a 
presidential campaign, it ought to be taken up in the short session 
of 1912-13. Political events, however, swept these hopes aside. 
The Democratic Convention at Baltimore saw a struggle be- 
tween the conservative and radical elements of the party in which, 
in a sense, the latter won. Although Mr. Bryan could not control 
the result, neither could the conservatives. The nomination of 
Woodrow Wilson, who was not Mr. Bryan’s candidate, created a 
situation that made it seem necessary to placate Mr. Bryan by 
allowing him to write the platform; and the currency plank arrayed 
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the party against “the so-called Aldrich bill or the establishment of 
a central bank.’’* The danger of making the subject a party issue 
was diminished, however, by the Republican platform, which 
declared only in favor of general principles and not for any specific 
plan. Consequently, the currency issue was little heard of during 
the campaign. The eccentric declaration of the Progressive plat- 
form drew no discussion. Very early in the campaign it became 
evident that Mr. Wilson would be elected. The election of a 
Democratic Senate later gave his party control of legislation. 
Hence Democratic leaders had no disposition to allow a currency 
act to pass in the short session, when they could very soon stamp 
their own impress on the most important problem up for solution 
since the Civil War—least of all a measure regarded as the handi- 
work of Senator Aldrich, a Republican leader. 

While Mr. Wilson spoke of giving the question nonpartisan 
treatment, he had elements in his party difficult to be unified on 
common ground.” As early as September, 1912, it was known that 
the Pujo subcommittee of the House, dominated by its counsel, 
Mr. Samuel Untermyer, intended to report specific monetary 
legislation in connection with the investigation of the “Money 
Trust.” This policy infringed on the legislative work of the Glass 
subcommittee. The conflict finally ended in the triumph of Mr. 
Glass (who in the extra session of the new Congress, April, 1913, 
became chairman of the full Banking and Currency Committee). 
In the meantime, by the summer of 1912, the so-called Aldrich 
Plan (reported in January, 1911, to both House and Senate) 
seemed to have become politically dead. In November, 1912, the 
Glass subcommittee was spurred into activity by the work of the 

t It has been claimed that the true draft was altered by the omission of the letter 
**f ” and should have read “‘ Aldrich bill for the establishment of a central bank.” 


2 The radicals in the House, like R. L. Henry of Texas, wished extreme action in 
connection with the investigation of the ‘‘ Money Trust,” hoping to get useful campaign 
material. The resolution demanding this investigation was finally sent to the Banking 
and Currency Committee, where it was given to one-half of the committee presided 
over by Mr. Pujo, then the chairman of the whole committee; while the other half of 
the committee, to be presided over by Mr. Carter Glass, next in rank to Mr. Pujo, was ‘ 
intrusted with the definite task of preparing legislation on banking and currency. 
To Mr. Glass’s subcommittee the plan of the Monetary Commission and other bills 
were also referred. 
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Pujo subcommittee. Up to that time, tentative Democratic 
banking bills did not go far, even proposing to leave untouched the 
existing inelastic national bank notes secured by bonds. In fact, 
having seen divisions in the party because of silver and other 
monetary issues in the past, Democratic leaders were loath to take 
the chance of arousing discussion on these questions. Politicians 
hoped to dodge serious legislation by postponing it. 

Meanwhile public opinion, developed in a systematic way, had 
become intelligent and insistent in favor of thorough and construc- 
tive legislation. Foreseeing that this could come only through the 
Democratic party, the South was made the objective of an active 
propaganda in favor of banking reform.' So vigorous and success- 
ful was this work that, later, a Democratic Congress found many 
of its constituencies demanding legislation of a sound, specific 
character. In the Sixty-second Congress, in the Democratic 
House, the radicals were outnumbered 2 to 1; and in the present 
Sixty-third Congress the ratio is probably about the same. A 
Democratic Congress, therefore, called in extra session as early as 
November, 1912, by President-elect Wilson, now had to face the 
problem from which there was no escape. Then Mr. Wilson’s firm, 
guiding hand appeared. He was evidently advised of the progress 
already made by the Glass subcommittee, but he kept his own 
counsel. From the very date of the calling of the extra session in 
November, the chances of currency reform seemed suddenly to 
become favorable. To Mr. Wilson’s championship more than to 
any other force is due the final legislative result. It was expected 


t The National Citizens’ League for the Promotion of a Sound Banking System, 
with headquarters in Chicago, began a campaign of education throughout the country 
in June, 1910, giving main attention to the South, and to Progressive states in the 
West and Northwest. Effective organizations were established in forty-five states, 
chiefly among business men. Contributions were solicited from banks on the ground 
that they represented also the borrowing business public, who were mainly interested 
in the reform. A vast amount of material was printed in the newspapers and pam- 
phlets, while a volume on Banking Reform (1912, xxiii chapters, 8vo, pp. xii+-428) was 
published. For the man in the street simple exposition was supplied in a fortnightly 
issue and in newspapers; but the volume on Banking Reform was a textbook for use 
by editors, speakers, and congressmen. Speaking was had especially in the South. 
The purpose of this organized and systematic work was to create public opinion in the 
home districts, and it had the expected result in the final votes in Congress. The 
League stopped its work November 1, 1913. 
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that a banking and currency bill would, if possible, be taken up in 
the extra session (spring of 1913); and the Glass subcommittee had 
held hearings in January, intending to have a bill ready by the 
time the extra session convened. 

The still larger political significance of banking and monetary 
reform, however, cannot be disregarded. It is well known that the 
Democratic party had in past years sympathized with the pleas 
for unsound paper money, and had been committed to the free 
coinage of silver. The Republican party, it is true, was on its side 
responsible for the silver act of 1890; but during the control of the 
Democratic party by President Cleveland his party was, with 
remarkable generalship, manoeuvered into a position of soundness 
on the silver question. When Mr. Bryan gained control and 
enforced on his party his views in favor of the free coinage of silver, 
and the issue of all paper money by the government (involving the 
retirement of national bank notes), the Democratic party was 
successively beaten in every campaign which pivoted on those 
issues. It was not the strength of the Republican party, but the 
aberrations of the Democratic party on banking and currency, 
which drove a majority of the voters to elect Republican presidents. 
In view of the disasters which had come upon Democrats through 
monetary issues, it is easy to understand the reluctance of their 
leaders to take them up just when party success in the national 
elections seemed possible. Nevertheless, the development of indus- 
try in the South, and the spread of a business, rather than a political, 
point of view on currency questions throughout Democratic states 
brought a growing belief that only by passing a great constructive 
act on banking and currency could the Democratic party wipe out 
the distrust due to past eccentricities on those issues, and win that 
confidence from the business element which was essential to 
remaining in political power. The remarkable statesmanship by 
which President Wilson, with the aid of Democratic leaders, put 
their party behind an epoch-making, constructive measure and 
passed it on December 23, 1913, is a monumental event in our 
political history. It assumes the character of a political miracle. 
No little credit for the political result should be assigned to Mr. 
Bryan, who brought his large following to the support of the meas- 
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ure. Hereafter, the political lines on money and banking questions 
must be drawn in entirely new ways. The effects of this act on 
both our business and our political development can scarcely be 
exaggerated. 

The actual result of the new law is remarkably good; but the 
opportunity ought not to be let pass without comment on our 
American method of legislating on subjects requiring expert 
knowledge and experience. There is a certain assumption (with 
some rare exceptions) that election to the House or Senate of our 
national Congress makes the member an expert on all subjects that 
may come before him. In other words, even the members of com- 
mittees are not experts; and yet these members usually insist on 
introducing their personal convictions into proposed bills. Mem- 
bers often publish to the world by their questions an abysmal 
ignorance of the subject before them. Hearings are usually held, 
not primarily to have various sides of the problem presented to 
experts, but to enable the ignorant member to be taught and to 
understand some of the obvious parts of a proposed measure. In 
hardly any other country in the world would inexpert legislators 
attempt to construct a bill. The matter would be first referred to 
a committee of impartial, trusted experts, whose report would then 
be thoroughly threshed out by the legislators who are responsible 
to public opinion. Yet with us, the fact of election to Senate or 
House seems to create in the minds of those elected a suspicion of 
outside advice. Since men who are primarily politicians, and have 
little or no expert knowledge or training, must be personally con- 
vinced before a bill can even be reported from a committee, it is a 
perpetual wonder that workable laws on technical subjects are ever 
passed. What is the conclusion? The actual process of legisla- 
tion is not what on the surface it seems to be. The bill is not 
passed on its merits; for very few of those who vote on it know 
anything of its merits. This outcome may be said to be the neces- 
sary result of committee government. Not wholly; because that 
theory assumes that committees are experts, which they are not. 
The conclusion is that an important act gets on the statute books, 
in our political system, only as a part of a given party policy. 
The man in command of the party’s fortunes, or the few leaders 
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who work with him, agree on a measure and it is “put through” 
by the dominant party, even though these leaders know very 
little of the subject. The system as thus described is probably the 
reason why our laws on currency and banking have been so defect- 
ive; and it may also explain why, by a happy conjunction of events, 
a remarkably good act has been passed, although few of those who 
passed it really understood the essential features of it." 


III 


The problem of banking and currency reform was complicated 
by a confusion of mind, even among bankers, in regard to the 
various kinds of banking which might be carried on by any one 
institution. We were in the midst of an evolution, not only in our 
business, but in our credit, organization. The banking organism, 
which had seemed fairly homogeneous, began to be resolved (as if 
by some gigantic magnifying glass) into parts having separate 
functions and purposes. Already the trust companies, organized 
under state laws, while retaining their original departments, had 
developed departments for commercial banking creating demand 
liabilities. Meanwhile national banks, although essentially com- 
mercial institutions, began to establish savings departments. 
Then, the growth of investment banking, and the promotion and 
distribution of securities to meet the phenomenal growth of savings 
by investors large and small, in a country of rapidly expanding 
wealth, assumed an overshadowing magnitude, and colored the 
whole character of American banking and finance. In addition, 
the fact, well known to economists, began to be recognized by 
Americans generally, that we had no institutions to cover the 
demands for agricultural credits in rural districts. The inter- 
relations and analysis of these elements in our banking system 
are alluring and need a large treatment by themselves, and this 
must be reserved for another time and place; it is possible here 
only to refer to them in order to get a fairly clear understanding 
of the new legislation of 1913. 

Most of the national banks, as well as those under a state 
system, were carrying on two distinct kinds of banking under one 


t For some light on the origin and legislative history of the bill, see H. P. Willis, 
in American Economic Review, March, 1914, pp. 1-17. 
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management. The test of a commercial bank is that it creates 
demand liabilities; consequently, it should hold only assets (chiefly 
the results of loans at short time based on actual transactions in 
goods) that are liquid and can be quickly or frequently converted 
into cash. The creation of demand liabilities (chiefly in the form 
of demand deposits) requires as a condition of sound banking a 
special kind of assets readily adapted to meet an instant demand. 
But the holding of investment securities by commercial banks has 
reached enormous figures; and any general demand for liquidation 
of long-time securities in cash could not be met; because an offer 
on a large scale would result in a great fall in the stock market, the 
weakening of collateral held for loans, and an impairment of all 
credits, without creating the desired cash. The desire to share in 
the profits of promotions led commercial banks to tie up resources 
in non-liquid form, with the expected results in time of panic." 
This confusion between commercial and investment banking, 
which was characteristic of the great cities, found a counterpart 
in the small rural banks of the West and South. They too held 
investment securities; but they confused two distinct kinds of bank- 
jng in a different way. National, as well as state, banks in rural 
communities created demand liabilities; but because short-time 
commercial paper was often limited in supply, and because there 
were no institutions dealing with agricultural credits, the rural 
banks to a greater or less extent put their resources into paper 
based on land, or in non-liquid form. The confusion in 
regard to different kinds of banking in rural districts was thus 
matched by that in the great cities. The consequences were 
obvious: in the latter the essentials of reform were obscured by 
the hue and cry about “Wall-Street control,” which originated 
The holdings of securities other than United States bonds by all national banks, 
on January 13, 1914, were $1,020,494,711, of which $566,246,910, or more than one- 
half, were held by banks in the eastern states (New York, New Jersey, Pennsylvania, 
Delaware, and Maryland); $45,255,914 by the southern states; $215,119,106 by the 
middle western states; $34,792,121 by the western states; and $65,155,202 by the 
Pacific states. It is to be noted, however, that the national banks on the same date 
show savings deposits (presumably time deposits) of $855,914,458, of which country 
banks held $755,914,458. For a further study of the legality and policy of security 


holdings of national banks, cf. J. H. Hollander, American Economic Review, December, 
1913, and J. V. Hogan, Journal of Political Economy, November, 1913. 
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really from promotions and loans on securities; while in the former, 
the desire to help the under dog (or small bank) led to provisions for 
rural loans wholly inconsistent with the refusal to accept loans on 
stock-exchange collateral. Such is the way of legislation in a 
democracy. ’ 


IV 


In order to be able to test the new legislation, it will be interest- 
ing to summarize here the defects in our banking and currency 
system which were generally accepted at the beginning of the recent 
campaign (1910-11): an inelastic bank-note circulation; an even 
more dangerously inelastic credit system; ineffective use of a large 
supply of gold; a scattering of reserves and lack of co-operative 
action by banks in times of stress; a rigid reserve system which 
induced panics; state banks and trust companies doing a com- 
mercial business but in different systems; an independent Treasury 
divorced from the money market which imperiled bank reserves in 
times of difficulty; the drift of idle funds to the call-loan market 
where they fed stock speculation; and the want of American 


banking facilities in other countries to aid our foreign trade. It 
will be fitting to watch as we go on whether these demands, which 
were formulated before the new law was even drawn up, have been 
effectively covered. 


We may now proceed to an examination of the act of December 
23, 1913. In order to secure clearness it may be best to discuss its 
provisions under some general heads, and under each head to 
include the history of the various proposals, as follows: 

1) Control and Organization 

2) The Federal Reserve Banks 

3) The Note-Issues 

4) Disposal of the 2 Per Cent Bonds 

5) Reserves 

6) The Organization of Credit 

7) Clearings 

8) A Discount Market 

9) Foreign Banking 
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V 


Around the question of organization and control centered the 
main antagonism to the plan of the National Monetary Commis- 
sion, which proposed a National Reserve Association as the means 
for centralizing reserves and thus preventing the admitted evil of 
scattering of reserves existent under the old system. Under this 
plan an elaborate organization was built up, beginning with local 
associations of banks which elected directors for district institutions 
of which there were to be fifteen in the whole Union; these fifteen 
directorates were to elect a central governing body of forty-five, 
with an executive committee of nine, in power over the National 
Reserve Association, under which the fifteen institutions were to 
be branches. It is to be observed that the directors of the central 
body were to be chosen by the representatives of the banks. Such 
an institution was not, in the usual acceptance of the term, a 
Central Bank, because it would do no business with the general 
public. Nevertheless, having one central directing body, opposition 
was raised against it on the ground that effective control over it 
might be obtained by ambitious financial groups. This opposition 
appeared under the so-called “fear of Wall Street.’ 

In the original Glass Bill, proposed by the House Committee, 
and given out unofficially June 17, 1913, there was proposed an 
entirely different system of organization and control. Instead of 
a National Reserve Association with fifteen branches, there was 
offered a decentralized organization of separate, incorporated, 
regional Reserve Banks, in as many districts, supervised by a 
Federal Reserve Board, having no capital and no banking func- 
tions? Immediately attention was focused upon the composition 


*In Congress it was emphatically stated that, irrespective of the merits of a 
Central Bank, it could not be proposed by Democrats, because it was forbidden by the 
Baltimore platform. It is difficult to reconcile this position with that taken in favor of 
abolishing all preferences to American coasting vessels going through the Panama Canal, 
which is in direct opposition to the platform of the Democratic party. The truth 
probably is that political advantage was gained by opposing a Central Bank. In 
addition, it may well be that regional banks were better suited to our conditions. 

2 Mr. Mann, the Republican leader in the House, said: “So far as we have been 
able to learn, the bill will be in the main pieces stolen from the Aldrich Monetary Com- 
mission Report, with a few radical provisions taken from the Bryan platform mixed in. 
It will be a jumble of discordant ideas” (June 23, 1913). 


i 
' 
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and powers of the Federal Reserve Board, since it was assumed that 
this board would have direction over the general banking operations 
of all the banks in the country, state or national, which might enter 
the new system. As to its composition, the original Glass Bill gave 
equal representation on the Federal Reserve Board to the lending 
bankers, the borrowing business public, and the government. A 
Board of nine members was to be composed of (1) the Secretary of 
the Treasury, the Secretary of Agriculture, and the Comptroller of 
the Currency, ex officio; (2) three to be chosen by the President 
of the United States, of whom one would be designated as governor, 
etc.; and (3) three, presumably bankers, to be chosen by the 
Federal Reserve Banks. 

When the bill came to be passed on by Democratic leaders, before 
it was adopted as an administration measure, the issue of control 
became prominent and drew great discussion. The administration 
demanded governmental control over the banking system, urging 
that bankers per se were the ones to be supervised, and, therefore, 
should not control the Federal Reserve Board (any more than 
railway men should control the Interstate Commerce Commission). 
Accordingly, the Glass Bill, before being presented to the Demo- 
cratic Caucus of the House, changed the number of the Board from 
nine to seven, of whom the two cabinet officers and the Comptroller 
were to be ex officio members, and four others were to be appointed 
by the President, of whom one (later changed to two) should be a 
person experienced in banking. The original bill provided only 
that the governor of the Board could be removed by the President 
on a statement of the reasons; while in the changed bill the Presi- 
dent was given power of removal for cause over the four members 
appointed by him for a term of ten years. On June 23, 1913, 
President Wilson read in person to Congress his currency message 
in which he said: 

The control of the system of banking and of issue which our new laws are 
to set up must be public, not private, must be vested in the government itself, 
so that the banks may be the instruments, not the masters, of business and of 
individual enterprise and initiative. 

As opposed to this view the bankers held that they were obliged 
by the bill to enter the system, or lose their charters as national 
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banks; that a portion of their capital was “commandeered” for 
the stock of the new organizations, over which they were refused 
any control; that such a forced contribution without representation 
was practical confiscation; that such an invasion of the govern- 
ment into the realm of private ownership was “socialistic”; and 
that, in the analogy of the Interstate Commission, the Commission 
supervises, but does not pretend actually to operate, the railways, 
while the Federal Reserve Board is given direct control over bank- 
ing operations. The American Bankers’ Association, at Boston, 
October 8, 1913, opposed the compulsory contribution of capital 
without representation on the Board as follows: 

In return for the capital thus appropriated the banks receive a certificate, 
which cannot be sold, assigned, or hypothecated, over which none of the usual 
rights of property can be exercised. [National] banks are obliged to make this 
subscription, or be dissolved. Charters have ever been regarded in the nature 
of a contract, and it is doubtful if, under our Constitution, Congress can take 
away the charter of a bank in this summary manner, not because the terms of 
the charter have been violated by the banks, but because the bank management 
might refuse to make a coerced investment such as the pending measure 
provides. 

. . . . If the government can appropriate one-tenth of a bank’s capital in 
the manner provided by this bill this year, it may appropriate one-tenth the 
next year, and so on until the capital is all transferred to the government bank. 
If it can fix the compensation at 5 per cent this year, it may make it 4 per cent 
next year, and 3 per cent, 2 per cent, 1 per cent—a very simple and easy 
process whereby the entire capital of the banks may be transferred to the 
government. 

. . . . This proposition of the government to take the banks’ capital in the 
manner provided, carried to the extreme, would easily accomplish, so far as 
the national banks are concerned, this contention on the part of the Socialists. 
For those who do not believe in Socialism it is very hard to accept and ratify 
this proposed action on the part of the government. 

To the bankers political control by appointees of the President, 
without banking experience, meant incompetent management. 
Consequently, they urged that three members of the Board should 
be elected by the directors of the Federal Reserve Banks. 

Thus was the issue joined between government supervision and 
banking control. It is now obvious that the issue hinges on the 
powers granted to the Federal Reserve Board. If actual banking 
operations are carried on, not by the Reserve Board but by the 
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directors of the respective reserve banks, a majority of whose 
directors are chosen by the member banks, the question at issue 
practically disappears. What, then, are these powers ? 

In sec. 11 are enumerated the powers of the Federal Reserve 
Board: 


(a) To examine, and require weekly statements of, reserve and member 
banks. 

(5) To permit, or by a vote of five members to require, one Federal Reserve 
Bank to rediscount for another, and to fix the rate of discount charged 
in such a case. 

(c) To suspend reserve requirements for not more than thirty days, pro- 
vided a tax is imposed on Reserve Banks if reserves fall below a certain 
percentage. 

(d) To supervise the issue and retirement of Federal Reserve notes. 

To add to, or reclassify, existing reserve or central reserve cities. 

(f) To remove for cause any officer or director of any Reserve Bank. 

(g) To require Reserve Banks to write off worthless assets. 

(4) To suspend any Reserve Bank for violations of this act. 

To safeguard all collateral, notes, etc., deposited with its agents; and 
to make all rules necessary to enable the Board to perform the duties, 
functions, or services of this act. 

(j) To exercise general supervision over Reserve Banks. 

To permit national banks to act as trustee, executor, etc., and estab- 
lish rules therefor. 

() To employ experts, assistants, clerks, etc., and fix their salaries and 
fees. 


Besides the grant of these specific powers, additional powers* 
were granted in other sections throughout the act as follows: 


1. To readjust Federal Reserve districts (sec. 2). 

2. To regulate the establishment of branch banks within the respective 
Federal Reserve districts, and appoint three directors for each branch 
(sec. 3). 

. To designate three members (Class C) for each Federal Reserve Bank, 
one to be chairman of the board and known as the “Federal Reserve 
Agent”; and to secure impartial treatment to each member bank 
(sec. 4). 

. To call at discretion the unpaid half of capital stock; to determine the 
amounts returned to a bank withdrawing from membership (sec. 5); 
and to pass on the amount of any reduction of capital (sec. 28). 


* Cf. Report of House Committee on Banking and Currency, September 9, 1913, No. 
69, Sixty-third Cong., 1st sess., pp. 46-47. 
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. To pass on applications for membership from state banks, and to 
establish by-laws therefor; to prescribe rules enforcing requirements of 
this act (sec. 9). 

. To require a member bank to surrender its stock, if it fails to comply 
with the law or rules of the Board (sec. 9). 

. To levy on the Reserve Banks a semi-annual assessment to cover the 
expenses of the Board (sec. 10). 

. To have general supervision over the Bureau of the Comptroller of the 
Currency (sec. 10). 

. To make an annual report to the Speaker of the House of Represen- 
tatives (sec. 10). 

. To approve salaries and allowances granted to members of Advisory 
Council; and to call meetings of said Council (sec. 12). 

. To define the character of the paper eligible for rediscount by Reserve 
Banks; and to regulate discounts by said banks of bills receivable, bills 
of exchange, and acceptances (sec. 13). 

. To fix the percentage of the capital of a Reserve Bank which limits 
the discounts of agricultural paper having a maturity of not over six 
months (sec. 13). 

. To establish rules for dealings in cable transfers, acceptances, and bills 
of exchange, or in securities of the United States, or subdivisions 
thereof, by Reserve Banks (sec. 14). 

. To review rates of discount charged by Reserve Banks (sec. 14). 

. To pass on applications of Reserve Banks wishing to engage in foreign 
operations [sec. 14 (e)]. 

. To issue at discretion Federal Reserve notes to Reserve Banks on de- 
posit of an equal amount of collateral security; to call for additional 
security therefor; to assign a distinctive letter and serial number for 
notes issued by the respective Reserve Banks; to require each Reserve 
Bank to maintain at the United States Treasury a gold reserve (not 
less than 5 per cent) for its own notes; to grant or to reject any applica- 
tion for notes; to establish the rate of interest to be paid for such notes; 
to make rules allowing substitutions of collateral behind the notes; 
and to charge Reserve Banks with all expenses due to printing, issue, 
and retirement of such notes (sec. 16). 

. To fix charges for checks cleared through Reserve Banks and for 
transfer of funds among said banks (sec. 16). 

. To establish at its discretion a Clearing House for Reserve Banks, or 
one for member banks (sec. 16). 

. To require Reserve Banks to purchase United States bonds when mem- 
ber banks give them up to withdraw circulation, according to a given 
allotment (sec. 18). 

. To grant approval of refunding of 2 per cents into 3 per cents by the 
Secretary of the Treasury and Reserve Banks (sec. 18). 
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. To permit a non-member to obtain discounts from a Reserve Bank 
through a member bank; to allow the reserve of a member bank with 
its Reserve Bank to be drawn upon under penalties; and to allow 
national banks in Alaska and outside the continental United States 
(except the Philippines) to join a reserve district (sec. 19). 

. To examine member banks; to accept in some cases examinations of 
member banks by state authorities; to fix salaries of examiners (instead 
of the present fee system); to permit special examinations; to demand 
information from a Reserve Bank at any time regarding a member 
bank; to order an examination of each Reserve Bank at least once a 
year (sec. 21). 

23. To add to the list of cities in which national banks are not permitted 
to loan on real estate (sec. 24). 

24. To approve or reject applications of national banks to establish foreign 
branches, and to order examinations of said branches (sec. 25). 

25. To force a national bank to cease to act as a reserve agent, if it did not 
enter the system within 60 days after the act was passed (sec. 2). 


A study of these powers of the Board shows that they are mainly 
supervisory or administrative after the general example of the 
powers of the Comptroller of the Currency over national banks. 
In a few respects, however, it may be said that the Board has more 
than supervisory powers. 

In sec. 11 (5) and (c) the Board is given power to require one 
Reserve Bank to discount for another, and to suspend reserve 
requirements (for member banks as well as Reserve Banks) for not 
more than thirty days. This latter power, to be sure, has been 
exercised in effect by the Comptroller’s discretion in not closing a 
bank whose reserves were below the legal limit. In making general 
definitions regarding eligible paper for discount (sec. 13), the action 
of the Board is still in the main supervisory. Moreover, it has only 
powers of review, not initiative, over the rate of discount set by 
the respective Reserve Banks (sec. 14). Also, the Board may 
reject applications from Reserve Banks for notes, but probably 
this authority is only to be exercised in order to restrict unhealthy 
expansion, or because the collateral was undesirable, and the like. 
In regard to establishing a system of clearings (sec. 16), however, 
the Board has powers of initiative which are certainly more than 
merely supervisory, touching not only the earnings, but the existing 
methods of business of member banks. Also quite as important 
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as any is the power to suspend any officer or director of any Reserve 
Bank [sec. 11 (/)], which means obviously any director elected by 
the banks as well as its own appointees. Yet it is to be observed 
that in no case is the Board empowered to conduct strictly banking 
operations of discount and deposit. 

On the other hand, as distinctly opposed to the Federal Reserve 
Board, stand the Federal Reserve Banks, to whom are given all 
strictly banking functions of discount, deposit, and—in a practical 
sense—issue. While the bill was in the hands of the Senate com- 
mittee an attempt was made, and supported by the Republican 
minority, to give direct banking powers to the Reserve Board, thus 
creating a type of central bank. Fortunately, this proposal failed. 
Consequently, the success of the new system must depend for its 
essential banking operations on the managements of the respective 
Reserve Banks. 

As regards the general question of control, it is to be noted that 
there is a distinction to be made between governmental and political 
control. There may be governmental supervision and direction 
through the Reserve Board which is not political, provided the 
Board is not governed by political motives in its action. Appoint- 
ment of members of the Board by the President should not mean 
political management any more than in the case of the supervision 
exercised by the Comptroller of the Currency over national banks 
in the past; or any more than presidential appointment of judges 
means political decisions on the law. More than this, it is to be 
kept in mind that the control of discounts and deposits, the primary 
functions in a banking system, is placed in the hands of the Boards 
of the respective Reserve Banks, the majority of whom are elected 
by member banks, and who should be men of practical banking 
experience. Thus, while there is governmental supervision by the 
Reserve Board, as above described, all questions of discounts and 
use of deposits, in the daily round of business, are left to technical 
bankers. 

As to the possibility of changing the political character of the 
Reserve Board, let us assume that President Wilson is succeeded by 
a Republican on March 4,1917. The Board is now being appointed 
in (say) April, 1914. Then the term of the member appointed for 
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4 years will expire in April, 1918; and of the one for 6 years, in 
April, 1920. Hence both of these positions, in addition to the 
appointment of the Secretary of the Treasury, may be filled by a 
new President. The term of office of the Comptroller of the 
Currency, appointed in 1914, being five years, his successor would 
be named by a new President. Thus a majority of the Board 
(four out of seven) could be reconstituted in the term of the next 
President. 

The co-ordinating influence of a supervisory Board will go far 
to remedy the scattering of reserves formerly so great an evil; to 
establish continuity of policy; to gain co-operation between all the 
banks represented in the Reserve Banks; to check trouble in one 
district before it has extended to another; and, without the dreaded 
centralization, to have federation with local government in each 
district. Already concentration, without legal regulation, had 
appeared, but it had not prevented scattering of reserves, nor an 
individualistic condition of banking (very far from the common 
control that had been so much feared). The legal creation of a 
central body which could have been captured and used would have 
been a very much more dangerous thing. Regional banks, each 
sovereign in its own district as regards discounts, have probably 
removed this danger forever. Moreover, the Federal Advisory 
Council, one member chosen respectively by each Reserve Bank, 
gives the Board a nexus with conditions in all parts of the Union, 
and by the publicity of its opinions would exercise an influence 
proportionate to the soundness of its judgment. 

VI 

The legislative struggles gathered mainly about this question of 
central control. The nice point in the result was the right adjust- 
ment of the powers of the Over-Board as compared with those of 
the Reserve Banks. Here was the need of high legislative skill as 
well as of practical banking insight. The outcome is remarkable. 
It would have been easy to go too far in either direction. On the 
one hand, due to a current belief that a control over credits was 
possessed by the larger banks of New York City, there were many 
who regarded government control of banking credits as the only 
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means for securing equality of treatment. This attitude was a 
part of the present-day tendency to press for increasing govern- 
mental interference with trade and industry. While there was 
opposition to a central bank of private capital and of private 
management, there was more or less support for a central bank 
owned and controlled by the government. Thus, although there 
was a well-preserved tradition in the Democratic ranks (based on 
ignorance of the real services of the Second United States Bank, 
and which did them little credit) against a central bank, and 
although Democrats were supposed to dislike a centralization of 
political power, yet the opposition to the plan of the national 
Monetary Commission was clearly due, not so much to fear of a 
central bank, as to the fear of a privately capitalized central institu- 
tion which might be controlled by the “interests.” 

On the other hand, sensible men of all parties realized that it 
would be impracticable to allow government officials, often political 
appointees, to do the actual work of technical banking, to grant 
loans, to manage resources and investments—in short, to introduce 
the government into the banking business. Political control was 
obviously as dangerous as private financial control; and it would 
have been destructively inefficient. 

The solution of the matter finally adopted was, interestingly 
enough, centralization by districts; that is, a centralization 
intended to prevent scattering of reserves was obtained by estab- 
lishing in each district an institution itself quite similar, in powers 
within its jurisdiction, to the National Reserve Association of the 
Monetary Commission. That is, the government was saved from 
going into the banking business by granting local centralization 
with capital and management supplied by the banks, and yet 
federated under a common authority in order to establish govern- 
mental direction and unity of purpose. In its essence this plan 
retained the workings of local self-government, together with the 
operation of technical banking by those who supplied the capital, 
under general direction. This final adjustment which secured safe 
and efficient methods, as contrasted with the chaotic proposals 
which might have been adopted, will be a cause of permanent con- 
gratulation. The nice balancing of powers between governmental 
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supervision and technical banking also appears in not going too 
far in local decentralization as illustrated in the development of our 
clearing-house operations. In these, because of the absence of any 
legal aids, local clearing-houses had been granting efficient banking 
service in times of panic, but in an isolated, unco-operative manner. 
Detachment went to extremes; each clearing-house was working 
less efficiently, because working by itself. 

It is to be observed, moreover, that the solution adapted to 
our conditions, in which a widely scattered system of individual 
banks had to be retained, must be original with us. In no other 
country were the conditions the same. The relation of a Central 
Bank in European states to other banks was not one based on the 
existence of a system of individualistic and numerous banks carry- 
ing on independent operations. Therefore, while retaining self- 
management of privately owned banks, co-operation was obtained 
by Reserve Banks in local districts under management by bankers, 
while country-wide and uniform action was gained by governmental 
direction through a Federal Reserve Board. 

The difficulty of sectional differences of interest working against 
each other would, nevertheless, have to be met in the practical 
workings of any plan. If there had been one central institution, 
pressure would have been brought upon the central management 
to help out one section of the country at the expense of another. 
Under a system of regional banks, each section gets the support of 
its own resources first of all, an arrangement by which sectional 
antagonism is reduced to the minimum. In addition, when one 
section is in trouble beyond its own powers of recovery, then by aid 
of the Reserve Board, one Reserve Bank may come to the aid of 
another. Such a practice, it is to be noted, has been going on in an 
extra-legal way in previous years whenever the banks of a large 
center have sought assistance from New York. Such a practice 
was natural and inevitable. In the new law such practice is openly 
recognized and legalized. It is, in effect, the same kind of action 
asked for by one borough, whose protective equipment has been 
taxed to excess by fire when it seeks the aid of another borough, 
not so threatened. 
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A Federal Reserve Bank is to be established in each of at least 
eight, and in not more than twelve, districts, ‘apportioned with due 
regard to the convenience and the customary course of business” 
in the continental United States, excluding Alaska (sec. 2). This 
is to be done by the organization committee, who have at this 
writing not yet reported. Not only existing business and trans- 
portation relations must be considered, but also the nature of the 
industries, in order that all the resources of a district should not 
be invested in only one kind of paper presented at the same time. 
Obviously delimitations of districts may seem geographically 
curious, but yet be industrially correct. 

Each Reserve Bank will perform all the general functions of a 


typical bank, and its powers may briefly be enumerated as follows: 
1. To incorporate, have succession for 20 years, and sue and be sued 
(sec. 4). 
2. To appoint its own employees (sec. 4). 

. To have all the special powers granted in this act, and all those in- 
cidental to carrying on its business of banking (sec. 4). 

. To have a capital of not less than $4,000,000 (sec. 2). 

. To establish branches in its district, and designate four of the seven 
branch directors (sec. 3). 

. To pay dividends on stock, if earned (sec. 7). 

. To determine the relative amount of credit granted to each bank 
(sec. 4). 

. To obtain circulating notes after the manner of national banks in the 
interim before Reserve notes supersede national bank notes (secs. 
4, 18). 

. To’provide compensation for directors (sec. 4). 

. To be exempt from taxation (sec. 7). 

. To elect a member of the Advisory Council (sec. 12). 

. To,pass on all discounts allowed by this act to member banks (sec. 13). 

. To fix the rate of discount to member banks (sec. 14). 

. To receive deposits from the Treasury or member banks, if it keeps 35 
per cent reserves in gold or lawful money (secs. 13, 16). 

. To hold deposits from, and open accounts with, other Reserve Banks 
for exchange purposes (secs. 13, 14). 

To buy and sell in the open market bankers’ acceptances and bills 
(sec. 14). 

. To deal in gold coin at home and abroad; to borrow gold on security 

of government bonds, etc. (sec. 14). 
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. To buy and sell at home and abroad government securities, bills, notes, 
revenue warrants, etc. (sec. 14). 

. To maintain agencies, correspondents, and banking accounts abroad 
for dealings in bills of exchange (sec. 14). 

. To receive government deposits, and act as fiscal agent for the United 
States (sec. 15). 

. To present commercial collateral and obtain Federal Reserve Notes, if 
it holds a 40 per cent reserve in gold for them (sec. 16). 

. To receive at par checks on member banks (sec. 16). 

. To become a clearing-house for its district (sec. 16). 

. To join in purchasing not over $25,000,000 per annum of United States 
bonds securing circulation, in allotments designated by the Reserve 
Board (sec. 18). 

25. To have 2 per cent bonds refunded into 3 per cents (sec. 18). 
26. To examine member banks and their foreign branches (sec. 21). 


From this exposition it will be seen that each Federal Reserve 
Bank is to perform all the fundamental banking functions of issue, 
discount, and deposit; but that it is a bank for banks, and, with some 
exceptions to be noted later, not a bank for the public. Viewed 
from the standpoint of correcting existing evils in our banking and 
currency system, it will be found, from our later discussion, that the 


Federal Reserve Banks are established for the purpose of providing 
(1) through the issue function an elastic currency; (2) through the 
discount function the much-needed elasticity of credit by a reorgani- 
zation of our credit structure; and (3) through the deposit function 
an effective mobilization of bank reserves to secure co-operation in 
times of stress; and (4) to abolish the antiquated independent 
Treasury system. More than that, a possibility of an extension of 
the clearings functions seems to open up. 

These facts disclose clearly that the Reserve Banks form the 
backbone of the whole system, and that its success will depend 
directly upon their management. Here is the crux of the whole 
matter. Upon the directors of these banks lies the heaviest 
responsibility arising from the new law. It is very much to be 
doubted if legislators or the public realize the practical difficulty 
of finding the men competent to assume this responsibility, and of 
insuring a sound, intelligent, skilled, and judicious management. 
Consequently, the methods of choosing the directors and officials 
are of first importance. The nine directors of each Reserve Bank 
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have a term of three years, and are divided into three classes, A, 
B, and C (sec. 4). The three members of Class A are supposedly 
to be bankers, and are chosen by the member banks of the district. 
The directors of each member bank choose one elector; from the 
total list of persons nominated, one by each bank, the electors are 
to choose the three directors of Class A. At the same time and by 
the same electors, three directors for Class B are to be chosen in the 
same way, who shall be men actively engaged in commerce, agri- 
culture, or industry within the district. The Reserve Board 
appoints the three members of Class C, who shall have been resi- 
dents of the district for at least two years, and one of whom shall be 
designated as chairman of the Board of Directors and also as the 
“Federal Reserve Agent.’”’ In short, the constituent banks have the 
power to choose more than a majority (6) of the directors of each 
Reserve Bank, while the representative of the Reserve Board is 
always present. By this arrangement, technical banking opera- 
tions are relegated to the Reserve Banks, and the responsibility 
for good or bad management is placed on the banks themselves, on 
the men whom they have elected. 

In choosing the directors of Classes A and B, the member banks 
are to be divided into three general groups; “each group shall con- 
tain as nearly as may be one-third of the aggregate number of the 
member banks of the district and shall consist, as nearly as may be, 
of banks of similar capitalization” (sec. 4). Supposedly, the electors 
and nominees in each of these groups act separately. If so, the one- 
third of the banks, made up of those having the largest capital, 
being in one group, elect one of the directors in each class, A and 
B, respectively. Hence, the one-third of the whole number of 
banks in the district, made up of those having the smallest capital, 
being in one group, elect one director in Classes A and B, respec- 
tively. By this method the same number of banks having the 
largest capitalization have no more influence in electing directors 
than those having a small capital; which assumes that banks of 
small capital are as competent as large and successful banks to 
select the most capable directors. Here again is the fear of the 
“money-power.” 

Much discussion was also had on the most desirable number of 
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Reserve Banks. Irrespective of banking considerations, to poli- 
ticians it was of course imperative to have one in each congressional 
“‘deestrict.”” To believers in a Central Bank, it was supposed that 
a small number, like four, could be made to work like one. The 
desire for decentralization, however, forced a larger number. But 
it was a mistake to fix upon any definite number at the outset. It 
would have been better to have started with the three Central 
Reserve cities (New York, Chicago, and St. Louis), having “regard 
to the convenience and customary course of business,’’ and to have 
given the Reserve Board power to increase the number of districts 
as time and experience demanded. In the working of the law 
as it stands, we shall probably have another illustration of the 
impossibility of legislation to change materially the natural tend- 
encies of trade. The Reserve Bank in New York City will be the 
largest and most influential because the banking capital and trade 
of New York City is, and will remain, the largest. In times of 
stress other parts of the country will continue to some extent to go 
to New York or Chicago for help, solely because it is the place 
where help can be had. Yet, apart from these considerations, it 
should not be forgotten that the mere size of the capital of a bank 
is no measure of its lending power. In neither men nor banks is 
size a warrant of virtue. The quality of its management, the 
amount of its deposits, the character of its discounts are all of more 
importance to the efficiency of a Reserve Bank than the amount of 
its capital. 

So marked a departure from our past banking institutions and 
practices as is involved in the new law is certain to encounter 
obstacles. The very existence of discounts, and earnings thereon, in 
a Reserve Bank depends upon the rediscounting of paper received 
in the course of business by member banks who wish to get assist- 
ance from a Reserve Bank; and yet rediscounting has been generally 
regarded in this country as suspicious, or as an evidence of weakness. 
The practical underhanded devices by which the need, indicated by 
rediscounting, has been actually met would be wholly unnecessary 
under the new act. Obviously, if banks of high standing and 
strength have recourse, as they undoubtedly will, to rediscounting 
paper at a Reserve Bank, any small bank can do the same without 
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casting suspicion upon its condition. What is normal and usual 
will cease to excite comment. But since rediscounting has been 
resorted to in the past only when it was desired to strengthen a 
bank’s reserves, it has been held by some experienced bankers that 
recourse to the Reserve Banks for rediscounts will be had only in 
times of stringency, and that in normal conditions of trade the 
Reserve Banks will do little business. 

In anticipation of inactive funds, provision has been made to 
allow the Reserve Banks to engage in certain open-market opera- 
tions. It is understood, of course, that it was expected these banks 
would discount only for member banks, and not for the public 
(except as later explained). The power to invest idle funds permits 
dealings at home or abroad in bonds and notes of the United States, 
and bills, notes, revenue bonds, and warrants maturing in not over 
six months to anticipate revenues of any state or other division of 
the United States, or of irrigation, drainage, or reclamation dis- 
tricts (sec. 14). Such dealings are to be carried on under rules of 
the Reserve Board, but the power is wide. Under “bills” is 
included, no doubt, “bills receivable,’ as mentioned in the section 
preceding (sec. 13). Such bills, as well as domestic bills of 
exchange, acceptances authorized by this act, cable transfers, 
bankers’ acceptances, and bills of exchange “of the kinds and 
maturities by this act made eligible for rediscount, with or without 
the indorsement of a member bank”’ may be bought and sold 
“either from or to domestic or foreign banks, firms, corporations, 
or individuals” by a Reserve Bank (sec. 14). Here we have a 
surprisingly large departure from the limitation of business to 
member banks. It seems to suggest large possibilities of dealings 
with the public, if the paper is in the form of bills of exchange, etc. 
It is much to be doubted if the effect of these provisions has been 
fully foreseen. 

As regards dealing in public securities, or foreign bills of 
exchange, there can be little question; but it is to be noted that 
dealings in the securities of foreign governments are not included. 
It was urged in behalf of a Central Bank that it was necessary to 
the maintenance of a sufficient fund of gold; and the experience of 
the Bank of France was an obvious example of what might be done. 
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It is now to be determined whether eight or more Reserve Banks 
can preserve our gold supply as well as one central institution, or 
as it was done through New York in the past voluntarily. Very 
much can, of course, be done to regulate the international flow of 
gold by skilful dealings in foreign exchange; but here we may have 
no unified action. On the other hand, we are a gold-producing 
country; and the Reserve Banks must start with strong gold 
reserves behind their liabilities. Yet, apart from expected move- 
ments of gold on a considerable scale, we must face the possibility 
of a great and unexpected emergency. It is well known that in the 
past we have had no official institution capable of negotiating for 
gold with the great European banks. Will a separate Reserve 
Bank be regarded as satisfactory ? Perhaps the New York Reserve 
Bank will be the one large enough to be relied on. However that 
may be, each Reserve Bank is given specific power “to deal in gold 
coin and bullion at home or abroad” and “‘to contract for loans of 
gold coin or bullion, giving therefor, when necessary, acceptable 
security, including the hypothecation of United States bonds or 
other securities which Federal Reserve banks are authorized to 


hold” (sec. 14). Here will come in the suitability of the one-year 
3 per cent notes not having the circulation privilege given in 
exchange for 2 per cent bonds having the circulation privilege 
(sec. 18). 


J. LAuRENCE LAUGHLIN 
UnIversITY oF CHICAGO 





THE FINANCIAL POLICY OF THE FEDERAL RESERVE 
BANKS 


Banking in the United States is on the eve of a great develop- 
ment. No matter what may be the final verdict concerning the 
Federal Reserve act, momentous changes will occur affecting every 
class of financial institution and every business man. Congress, 
in preparing the Federal Reserve act, did a remarkably good piece 
of work; and while the act contains defects, yet they are, in the 
main, of a minor character and can easily be remedied as experience 
more clearly indicates the cure. But the national legislature can- 
not, by itself, erect a superstructure on our banking system which 
will give entire satisfaction. The great problem which now faces 
the country concerns the skill with which the new system is to be 
operated. 

It should be emphasized that the Federal Reserve Banks are 
largely under the control of the bankers of the country. Six out 
of the nine directors of each are to be elected by them, while two of 
the three Class C members, to be designated by the Federal Reserve 
Board, must be men of tested banking experience. It is thus 
possible that eight out of nine of the directors of the Federal 
Reserve Banks will be men of banking experience. Four of the 
seven directors of the branches of each Federal Reserve Bank, 
elected by the parent institution, will doubtless be bankers. The 
responsibility for the successful operation of the Federal Reserve 
Banks is thus clearly placed upon the member banks. 

A director of a Federal Reserve Bank will have to deal with 
very different problems from those which he handled in his service 
with a member institution. Such matters as whether Jones, the 
corner grocer, should be allowed to discount a note, or whether it 
is advisable for the bank to purchase certain bonds, will no longer 
be of prime importance to them. The directors of the Federal 
Reserve Banks must, of course, give careful consideration to the 
character of paper which their institution rediscounts; but reliance 
must be placed not so much upon personal knowledge of the 

319 





320 JOURNAL OF POLITICAL ECONOMY 


borrower as upon a system of credit information which will be 
operated by paid employees. 

The real problems which the Federal Reserve Banks will handle 
are problems with which their directors unfortunately may be 
unfamiliar at the beginning. As a witness before the Senate Com- 
mittee on Banking and Currency well said, the Federal Reserve 
Banks must not be “commonplace banks, organized and operating 
for profit.”” While it is hoped and expected that these institutions 
will be profitable, at least to the extent of paying the 6 per cent 
cumulative dividend on their stock, yet when this is accomplished 
it is not the intent of the law that the efforts of the Board of Direc- 
tors should be devoted mainly to increasing the profits of the bank’s 
operations. 

The Federal Reserve Banks will control enormous resources, the 
management of which is a problem requiring the greatest acumen, 
skill, and ability. The paid-in capital of the Federal Reserve 
Banks, if only the national banks enter, will aggregate in the 
neighborhood of $53,000,000; and when the system has been fully 
put into operation the required payments by member banks, repre- 
senting a part of their reserves, upon the basis of present-day 
conditions, will aggregate in the neighborhood of $365,000,000. 
In addition to this the member banks may carry all or any part of 
their optional reserves, aggregating $240,000,000, on deposit with 
the reserve banks. We can, therefore, say that Federal Reserve 
Banks will hold deposits of their member banks at least equal to 
$365,000,000, and probably running as high as $605,000,000. 
Indeed it is very likely that the deposits of member banks may 
considerably exceed the higher amount. These balances under the 
provisions of the Federal Reserve act can be checked against, and 
will no doubt be extensively used for the purpose of selling exchange. 
In order to keep the minimum reserve required by the law, the 
member banks will have to keep on deposit considerably more 
than the amounts named above. It is possible, therefore, that the 
deposits of member banks may range as high as $650,000,000 to 
$750,000,000. 

Finally there remain for consideration the deposits of the 
government. It is optional with the Secretary of the Treasury to 
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keep balances with the Federal Reserve Banks. It is presumed 
that he will carry a large part of the funds now in the Treasury on 
deposit with these institutions. If such should prove to be the 
case, the resources of the Reserve Banks would thereby be increased 
somewhere between $150,000,000 and $200,000,000. Summing 
up, we find that so far as one can tell at the present time, the aggre- 
gate resources of the Reserve Banks may range somewhere between 
$418,000,000 and $1,000,000,000. 

The directors of the Federal Reserve Bank will find that they 
should carry a much larger reserve than that to which they had 
been accustomed. The act provides that “every Federal Reserve 
Bank shall maintain reserves in gold or lawful money of not less 
than thirty-five per centum against its deposits and reserves in 
gold of not less than forty per centum against its Federal Reserve 
notes in actual circulation, and not offset by gold or lawful money 
deposited with the Federal Reserve agent.” 

One of the greatest weaknesses in American banking in the past 
has been the almost universal practice of carrying the minimum 
reserve allowed by the law. If the Federal Reserve Banks pursue 
such a policy, trouble is inevitable. The importance of a large 
reserve cannot be too strongly emphasized, and the directors of 
these institutions must be forced, by public opinion, if necessary, to 
realize that they are the trustees of the nation’s prosperity and 
that they must carry large reserves. It is not necessary that these 
banks shall carry a definite percentage at all times. As a matter 
of fact no central bank in the world follows such a practice. The 
size of the reserve should depend upon the probability of a severe 
stress being placed upon the institution. Preceding times of great 
banking tension the Federal Reserve Banks should use every 
means at their command to strengthen their position by increasing 
their reserves. It would be very unsafe for the Federal Reserve 
Banks customarily to allow their reserves to run down below 50 
per cent, and safety demands, at least in the early years when the 
system is getting into operation, that the reserves shall run perhaps 
as high as 75 per cent. If the policy of large reserves is pursued 
and if the Federal Reserve Banks religiously adhere to the practice 
of keeping their reserves almost entirely in the form of gold, their 
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ability to assist the member banks in times of financial stress will 
be unquestioned and the primary purpose of the Federal Reserve 
act will be accomplished. 

Closely related to the reserve which should be carried by the 
Reserve Banks is the matter of the proportion of the reserve pay- 
ments of member banks which can be made in. the form of re- 
discounts. The law specifies that the Reserve Banks may permit 
member banks to make one-half of their aggregate reserve pay- 
ments in the form of rediscounts. If such should prove to be the 
rule, the cash reserves of the Reserve Banks would thereby be 
materially affected at the outset. Upon the basis of our mini- 
mum estimate of the resources of the Reserve Banks, namely 
$418,000,000, supposing one-half of the reserve payments, aggregat- 
ing $365,000,000, were made by rediscounts, the Reserve Banks 
would begin business with a cash reserve of approximately 56 
per cent, and with rediscounts of approximately $180,000,000. 
Upon the basis of aggregate resources of $808,000,000 of which 
$605,000,000 is composed of bank reserve balances—made up one- 
half in paper rediscounted, and one-half by cash payments—the 
cash reserve would be 44 per cent. It is obvious that great 
caution must be used in this connection. 

Congress was wise in giving to the Reserve Banks discretion 
concerning this matter. To decide what banks or what sections 
should be allowed to rediscount in connection with reserve pay- 
ments will require the highest intelligence and skill. Indeed, 
while it is impossible to go into the subject in any detail, one of the 
most serious problems which will confront the directorates of the 
Reserve Banks relates to the entire matter of making reserve pay- 
ments during the first three years, and getting the system into 
operation. 

It is interesting to speculate what rate of profit the Federal 
Reserve Banks must make upon the money which they loan out 
in order to meet their dividend requirements. Presuming, by way 
of illustration, an average reserve against deposit liabilities of 65 
per cent and disregarding the expense of doing business, it would 
appear that upon the basis of $418,000,000 of resources, the Federal 
Reserve Banks would have to secure an average net income of 





FINANCIAL POLICY OF FEDERAL RESERVE BANKS 323 


2.18 per cent upon their loans and investments. Upon the basis of 
$808,000,000 of resources, the required average net rate of return 
would be about 1.13 per cent. 

Nothing can be foretold as to what proportion the expenses of 
operation of the Federal Reserve Banks will bear to their deposits. 
During the year ending June 30, 1913, the operating expenses, 
losses, and taxes of the central reserve city banks were equivalent 
to 4 per cent on their deposits. It is not likely that the operat- 
ing expenses of the Federal Reserve Banks will be so heavy, for 
the central reserve city banks have a much larger number of deposit- 
ors and a more expensive kind of business. If the Federal Reserve 
Banks should vigorously develop their clearing and collection busi- 
ness the expense arising from this branch will be enormous, prob- 
ably approximating closely the present expenses of the central 
reserve city institutions. However, it is possible for the Reserve 
Banks to tax their clearing and collection expenses back upon the 
member banks, and such a policy should be pursued. It will be 
impossible for the Reserve Banks to carry as heavy expenses as 
the central reserve city institutions, to name a suitable rate of 
rediscount, and at the same time earn their dividends. 

No account has thus far been taken of any interest payment 
to the government or upon the deposits of member banks. The 
Federal Reserve act is silent as to whether the Reserve Banks will 
be required to pay interest to the government upon its deposits. 
Inasmuch as the excess profits of the bank, over the 6 per cent divi- 
dend and the amount set aside for surplus, go to the government, 
the payment of interest to the government upon its deposits would 
be, in substance, nothing but an advance payment of a portion of 
the profits which would eventually accrue to the United States, 
if the earnings of the Reserve Banks should prove to be more than 
was necessary to pay the 6 per cent cumulative dividend. The 
Secretary of the Treasury, however, is given discretion whether 
he will make deposits with the Federal Reserve Banks; and since 
the law requires that national banks shall pay at least 1 per cent 
interest upon government deposits and such larger amount as the 
Secretary of the Treasury shall require, the failure to require the 
Federal Reserve Banks to pay interest may put the administration 
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in an embarrassing position. The innuendo will be heard that the 
Secretary of the Treasury is playing into the hands of the Federal 
Reserve Banks; that he is voluntarily depriving the government 
of income which it might otherwise secure if the funds were depos- 
ited with member institutions, and that the Reserve Banks should 
be required to pay at least the same interest as the member banks. 

At the same time there will doubtless arise a very determined 
campaign on the part of member banks to require the Reserve 
Banks to pay interest to them upon their deposits. Every banker 
has become accustomed to the 2 per cent interest paid upon reserve 
accounts with present reserve agents, and if, when he is obliged to 
shift these accounts to the Federal Reserve Bank, he finds that he 
no longer receives any income upon these funds, he will complain 
bitterly. It is apparent to any student of modern banking condi- 
tions that a large part of our difficulties in the past have arisen 
because of the practice of paying interest upon bankers’ deposits. 
If the Federal Reserve Banks should emulate the example of the 
old reserve agents and pay such interest, they will at once open the 
door to the same abuses. Moreover, a 2 per cent interest rate 
upon government and bankers’ deposits would require a rediscount 
rate in the neighborhood of 6 per cent, which would entirely 
destroy the theory of the act, because it would be impossible to get 
member banks to rediscount at such a prohibitive rate. No great 
central bank in Europe generally follows the practice of paying 
interest upon bankers’ deposits, and it is the duty of the directors 
of the Federal Reserve Bank to make it clear that they will not fall 
into this serious error. 

Insistence upon a non-interest policy will be difficult. The 
average country bank receives by way of interest on its reserve 
accounts about $930.00 per annum, a sum equal approximately to 
7.7 per cent of its total net income. The average reserve city 
bank receives as interest on its reserve accounts about $15,250 per 
year, which approximates about 12.2 per cent of its net income. 
The banks will not tamely surrender this income, particularly if 
experience does not demonstrate countervailing advantages. 

One other feature concerning the reserve policy of the Federal 
Reserve Banks deserves careful consideration. A very important 
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power possessed by these institutions is the right to issue Federal 
Reserve notes secured by the deposit of commercial paper and by 
a gold reserve equal to at least 40 per cent of the notes technically 
outstanding. The act provides that each Federal Reserve Bank 
shall pay such a rate of interest on the amount of notes outstand- 
ing as may be established by the Federal Reserve Board. This 
interest charge may play an important part in the financial policy 
of the Federal Reserve Banks. It is possible that the Federal 
Reserve Board may make the rate of interest so small that it will 
be a negligible factor. Again, the rate of interest may be fixed at 
a substantial amount. It is altogether probable that the Board 
will change the rate from time to time, fixing a low rate at times 
when, in its judgment, it is desirable to have notes issued and 
advancing the interest rate when the Board desires to limit expan- 
sion. So long as interest is charged, it is obviously to the advan- 
tage of a Federal Reserve Bank to pay out lawful money or its own 
bond-secured notes rather than to issue Federal Reserve notes. 
The former are untaxed, and, so long as they are in its vaults, bring 
in no income. Unless the directors of the Federal Reserve Banks 
adhere to a broad-minded, liberal policy, there will inevitably be 
a temptation to draw down the lawful money reserve and even to 
reduce the gold reserve, in order to escape the tax on Federal 
Reserve notes. Such a policy would be a national misfortune. 
So long as the reserves of the Federal Reserve Banks are above the 
point demanded by safety and good judgment, there is no reason 
why demands for funds by a member bank should not be met out 
of the stock of lawful money and gold in the vaults of the Reserve 
Banks. But when the reserves of the Reserve Banks fall to the 
point where any further depletion would weaken them or cause 
anxiety among bankers and business men, the Federal Reserve 
Banks should disregard all thought of the saving which they can 
effect by paying out lawful money and should resort to the practice 
of issuing Federal Reserve notes. 

If a contrary policy were pursued and the reserves were brought 
down the banks would thereby throw away the opportunity of later 
issuing Federal Reserve notes should an emergency arise. The 
ability to issue Federal Reserve notes in the long run depends upon 
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the amount of gold which the Federal Reserve Bank possesses, for 
the maximum amount of notes which can be issued is really limited 
by the gold reserve which the bank is required to hold against them. 
Disregarding for the moment the reserve against the deposits of the 
Federal Reserve Banks, it can be readily seen that if there is a sur- 
plus of $100,000,000, existing in the form of gold, it is theoretically 
possible for the Federal Reserve Banks to issue Federal Reserve 
notes up to the amount of $250,000,000. The power to issue notes 
freely and without any violation of the reserve requirements is one 
of the strongest assets which the Federal Reserve Bank possesses to 
prevent or check a panic or serious financial stringency, and the 
ability to issue notes is dependent upon the maintenance of a large 
surplus reserve, chiefly in gold, so that when the demand arises, 
there will be no difficulty in keeping 40 per cent gold reserve against 
the notes demanded. 

It must be borne clearly in mind that the observance of this 
policy in no way increases the likelihood of inflation. It really 
makes no difference, in so far as the volume of circulation is con- 
cerned, whether the bank withholds ten dollars of gold or lawful 
money and pays out ten dollars of Federal Reserve notes, in response 
to the demands of the member banks, or whether it ships the law- 
ful money itself. The volume of money in circulation is the same 
in both cases. Indeed, if the policy of prudently issuing Federal 
Reserve notes is followed, the likelihood of inflation is not so great, 
for this money cannot be used by the member banks as a part of 
their lawful reserve and hence is more likely to be returned to the 
Federal Reserve Bank. Nor is there added danger of an unwise 
issue of Federal Reserve notes, because the Reserve Banks keep a 
large gold reserve. The large reserve is kept against the possi- 
bility that it will be necessary to issue unexpectedly a large amount 
of notes in response to some emergency. The question whether 
or not notes are to be issued is entirely different from the question 
of the bank so managing its affairs as to be able to issue the notes 
whenever occasions arise. 

What should be the investment policy of the Federal Reserve 
Banks? The act limits them to the rediscount for member banks 
of notes, drafts, and bills of exchange arising out of actual commer- 
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cial transactions, with a maturity at the time of discount of ninety 
days to six months, and of acceptances indorsed by at least one 
bank, which are based on the importation or exportation of goods 
and which have a maturity at the time of discount of not more than 
three months. They have the right to deal in gold coin and bullion, 
to buy and sell bonds and notes of the United States, within certain 
limitations, and revenue warrants issued in anticipation of taxes 
by states, counties, or other political subdivisions, and having a 
maturity of not exceeding six months. In addition, the Reserve 
Banks can purchase and sell in the open market or to banks, 
firms, corporations, or individuals, cable transfers and bills of 
exchange and bankers’ acceptances of the kind made eligible for 
rediscount. 

It seems obvious that the cardinal policy of these banks should 
be to hold themselves in readiness and be able to rediscount for 
member banks whenever and to whatever extent the demand arises, 
so long as the borrowing bank can be safely granted the accommo- 
dation. If the policy of keeping a good surplus over and above 
the specified minimum reserve is followed, this should always be 
possible. The prime function of the Reserve Banks is to redis- 
count for member institutions, and they should never lose sight of 
this fact. It does not follow, of course, that the Federal Reserve 
Banks should rediscount for member banks whenever called upon 
to do so. In fact, there will be many times when prudence and 
good banking judgment will demand that a member institution be 
refused additional accommodation because it is overextending 
itself or because commercial conditions in that locality are such 
that a further extension of credit would be a misfortune rather than 
a blessing. 

In order to manage its rediscount policy intelligently it will be 
necessary for the Board of Directors of a Federal Reserve Bank to 
devise a system by which the main characteristics of the business 
of each member bank can be ascertained at any time, so that when 
an application for rediscounts is submitted, the Board will be in 
possession of complete information to determine whether it is wise 
to grant the accommodation. 

In addition, the Board of Directors of the Federal Reserve Bank 
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is charged with the task of keeping constantly informed concern- 
ing business conditions in every part of their territory. This is 
a gigantic task and it is doubtful whether it could be accomplished 
were it not for the existence of the bank’s branches from which 
valuable information and advice can be secured. As a matter of 
fact, a large part of the success of the Federal Reserve Banks will 
depend upon the administration of these branches. The branch- 
bank directors will inevitably be much better acquainted with local 
conditions than will the officers of the parent institution, and they 
will have greater opportunities for observation and the passing 
of intelligent judgment concerning applications for rediscounts by 
member banks. 

If we are correct in our conclusion that the primary function 
of the Reserve Banks is to rediscount for member banks and there- 
by assist in financing commercial operations, it must follow that 
the other channels of investment are of secondary importance. 
The policy of the Federal Reserve Banks as regards the purchase 
of government bonds should be governed by the needs of the 
country for additional currency, the possible voluntary retirement 
of a part of the present national bank note circulation, or a desire 
to sustain the prices of government bonds. So long as the bond- 
secured notes, which can be issued by the Reserve Banks against 
the government bonds owned by them, can be kept in circulation 
without difficulty or harm to the country, there is no reason why 
these banks should not make moderate investments of this char- 
acter. They should always keep in mind, however, that they are 
not investment institutions, but that their resources must be kept 
liquid so that almost unlimited aid may be extended to the member 
banks and business interests. 

Investments in foreign bills will form an important part of the 
assets of some of the Reserve Banks. Not only is this a safe and 
attractive outlet for funds, but it furnishes a valuable aid in pro- 
tecting our gold supply. Careful study should be given by the 
directorates of our Reserve Banks to the foreign exchange problem 
in order that the Reserve Banks may be of the greatest possible 
service to the foreign commerce of the nation. Through their 
newly authorized foreign branches our national banks can accept 
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dollar drafts for which a market can be made by their sale to the 
branches of our Reserve Banks. 

Except to furnish a market for idle funds there is no reason why 
the Reserve Banks should make much use of the power to purchase 
revenue warrants issued by municipalities against future income. 
The channels of municipal borrowing are well developed, and such 
loans now command very attractive rates of interest. This type 
of investment will always be one of secondary importance. 

Finally, the Reserve Banks possess the power to purchase 
domestic bills of exchange from banks or in the open market directly 
from firms, corporations, and individuals. It is important to 
remember that while the Reserve Banks cannot buy commercial 
paper directly from business men yet they can, if they so desire, 
purchase domestic accepted commercial drafts. Will this power 
be extensively exercised? Only time can tell. The New York 
Clearing-House Association is on record as favoring a return to the 
old system of drafts instead of our present practice of open book 
accounts and borrowing on single-name paper. Other influential 
organizations are taking the same stand. But even if after several 
years such a change is introduced it does not follow that the Reserve 
Banks will make extensive use of their power to purchase such drafts. 
To do so would place them in active competition with the member 
banks which had been compelled to furnish the capital now used 
to wage competition. It is very possible, however, that the 
Reserve Banks may find this power of distinct value in seeking a 
profitable outlet for idle funds, in forcing an observance of their 
lending policies, and in promoting better methods of commercial 
borrowing. 

Summing up, therefore, it seems clear that the cardinal principle 
in the management of the Federal Reserve Banks will be to dis- 
regard the course which will lead to maximum profits, following 
instead the path which will lead to the greatest safety and which 
will permit these banks to be of the greatest service to the nation. 
Large reserves should be maintained, and these should consist 
chiefly of gold. The payment of interest upon bankers’ deposits 
and government deposits should be avoided, if possible, for the 
reason that the payment of interest will force the keeping of smaller 
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reserves, if the cumulative dividend is to be earned. The banks 
should be managed, not from the standpoint of profit, but from the 
standpoint of safety. 

Yet this is but one side of the policy of the Federal Reserve 
Banks. Their power and influence can be made to extend much 
farther than would result solely from the wise management of their 
own affairs. These banks are the financial trustees of the nation. 
The country will look to them to see that they exercise over the 
member banks a closer supervision and discipline than has been 
possible in the past. Supplementing a negative control by the 
bank examiners, who are powerless so long as the letter of the law 
is observed, the Federal Reserve Banks will be a great positive 
force. The Federal Reserve Banks, with the approval of the 
Federal Reserve agent or the Federal Reserve Board, may conduct 
examinations of a member bank, both for the purpose of ascertain- 
ing its condition, and, what will be of equal importance, for the 
purpose of determining the lines of credit which are being extended 
by it. 

In the long run, the greatest work which the Federal Reserve 
Banks can do for the business men of this country is to improve 
and standardize the methods of commercial borrowing. I believe 
it is possible for these banks, with the approval of the Federal 
Reserve Board, under the power just quoted, to establish a compre- 
hensive credit information clearing service through which the 
aggregate loans of all large borrowers can be known by any bank 
official and through which excessive borrowing or the lending of 
money to concerns pursuing unwise financial policies can be checked 
before disaster overtakes them. This is one of the greatest needs 
of our banking system. Because of the highly competitive con- 
ditions which have always existed and the large number of bank- 
ing institutions which we have, every bank has been forced to lend 
more or less in the dark. The result has been that losses have been 
sustained which have prejudiced many institutions against commer- 
cial paper, diverting money which should be turned into the chan- 
nels of business into collateral loans to the disadvantage of the entire 
country. The standard of commercial paper must be raised and 
this can be done only by eliminating the weak debtor. It is to be 
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hoped that every Federal Reserve Bank will use its great power 
for the purpose of achieving this much-desired end. 

We might sum it all up in the conclusion that these banks are 
not to be like our member banks have been, ‘commonplace insti- 
tutions organized and operating for profit,” but are to be, in the 
fullest sense of the term, public servants, constantly studying 
banking conditions and following a course which will promote 
banking and commercial safety and prosperity rather than one 
which will yield the largest income to their stockholders. There- 
fore, the director of the Federal Reserve Bank must be an entirely 
different type from the ordinary director of the member bank. 
He must be a student—a man who is willing to devote a large amount 
of time to a study of business and banking conditions, and who has 
the peculiar gift of being able, by the sifting of a tremendous amount 
of information, to secure a correct and complete picture of the 
situation as it exists. The directors of the Federal Reserve Banks 
must be prepared at times to adopt policies which may cause the 
bank large expenditures or involve losses, if such steps are neces- 
sary to promote the welfare of their territory. It often has been 
said that there is no altruism in business; yet if the Federal Reserve 
Banks are to achieve the largest measure of success, they must 
be managed on an altruistic basis. Time will demonstrate whether 
this can be expected. Power sobers men, and responsibilities 
develop the grasp and ability necessary to handle a situation. The 
first few months and years will be the critical period, but if it is 
possible to develop a group of traditions and fixed principles of 
the right kind, in these formative years, there is every reason to 
believe that the Federal Reserve Banks of the United States can 
be of as great service to this nation as the Bank of England, the 
Bank of France, or the Reichsbank have been to their respective 
countries. 

THomas Conway, JR. 


WHARTON SCHOOL OF FINANCE AND COMMERCE 
UNIVERSITY OF PENNSYLVANIA 





BANKING RESERVES UNDER THE FEDERAL 
RESERVE ACT 


For the purposes of this discussion the provisions of the new 
law relative to reserves may be grouped under three heads: those 
pertaining to the transfer of reserves from the present reserve- 
holding banks to the new Federal Reserve Banks; those providing 
for a diminution and a change in the composition of the reserves of 
member banks; and those pertaining to the reserves to be held by 
the Federal Reserve Banks against notes and deposits. 

Under the first head it is required that for a period of twelve 
months after the Secretary of the Treasury shall have officially 
announced the establishment of a Federal Reserve Bank, two- 
twelfths of the required reserves of all country bank members and 
three-fifteenths of those of all reserve city bank members shall be 
kept on deposit in said Federal Reserve Bank, and that for each 
succeeding six months an additional twelfth in the former case and 
an additional fifteenth in the latter shall be so deposited until the 
total shall amount to five-twelfths in the case of country banks and 
to six-fifteenths in the case of reserve city banks. Member banks 
in central reserve cities must keep with the Federal Reserve Bank 
of their district at all times at least seven-eighteenths of their required 
reserves. One-half of the required deposit in each case may take 
the form of paper eligible for rediscount. It is to be inferred that 
the other half must be lawful money. After three years from the 
date of the establishment of the Federal Reserve Banks, balances 
in other banks may not be counted as reserves. 


TABLE I 








In FeperaL RESERVE BANKS 





REQUIRED 
RESERVES First First Succeed- |Second Succeed-| 
12 Months | ing 6 Months | ing 6 Months | Thereafter 





$448,558,900.86/$ 74,759,816 .80/$112,130,725 . 20|$149,519,633 .60|$186,899,542.00 
286,119,075-20| 5$7,223,005-03| 76,298,660.04/ 95,373,325.05 114,447 090-06 
-| 284,560,111 .68) 110,662,265 .63| 110,662,265 .63| 110,662,265 .63| 110,662,265 .63 
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On the assumption that all national banks and none others 
become members of the new organization, the amounts involved are 
as given in Table I, the statistics supplied by the report of the 
Comptroller of the Currency for February 10, 1914, constituting 
the basis of the calculation. 

What the situation will be in the case of each Federal Reserve 
Bank it will, of course, be impossible to state until the number and 
exact boundaries of the districts are determined. The minimum 
amounts of lawful money that must be transferred to the Federal 
Reserve Banks for reserve purposes according to these statistics 
are indicated in Table II. 


TABLE II 








At Beginning 12 Months After | 18 Months After 2 Years After 





$37,379,908.40 |$18,689,954.20 |$18,689,954.20 |$18,689,954. 20 


28,611,997.51 | 9,537,332-50 | 9,537,332-50 | 9,537,332-50 
From central re- 
serve city banks | 55,331,132.81 

















At the date to which these statistics refer (January 13, 1914) 
the country banks had on hand in specie and legal tenders $284,- 
038,437.67, the reserve city banks, $268,682,167.44, and the cen- 
tral reserve banks, $429,198,815.45. Had the new Federal Reserve 
Banks been established at that date, therefore, the country banks 
would have been obliged to transfer to the new institutions for 
reserve purposes an amount of cash equal to 13.1 per cent of their 
cash holdings, the reserve city banks, an amount equal to 10.6 per 
cent of their cash holdings, and the central reserve banks an amount 
equal to 12.9 per cent of their cash holdings. It is highly probable, 
of course, that the country banks will shift a considerable portion 
of this burden to the reserve city banks and these in turn to the 
central reserve banks. That it will not be necessary for them so 
to do, however, is evident from Table III. This table indicates 
that on January 13, 1914, each group could have made the necessary 
transfers from its own cash holdings and have had enough remain- 
ing to meet the required payments on account of subscriptions to 
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the capital stock of the new institutions and to satisfy the require- 
ments regarding reserves that must be kept in the form of cash in 


vaults. 


TABLE III 








Country Banks 


Reserve City Banks 


Central Reserve 
City Banks 





Total money holdings January 
13, 1914 





$284,038,437 .67 


37,611,997. 51 
29,822,010. 37 
186,899,542 .00 
29,704,887 .79 





$268,682,167.44 


28,611,907. 51 
13,435,704 .04 
114,447,990. 06 
112,186,475 .83 





$429,198,815.45 


$533,132.81 
10,445,850.00 
94,853,370. 54 
268,568,462.10 





Indeed, if the amount of the required deposits for reserves in the 
Federal Reserve Banks had been made wholly in cash instead of 
one-half, the amount assumed in the above calculations, the coun- 
try banks would have needed to draw upon their balances with the 
reserve city banks to the amount of only $7,907,109. 72, the reserve 
city banks could have made the payment and had remaining 
$83,574,478. 32, and the central reserve banks could have made the 
payment and had $213,237,329. 29 remaining. 

It is evident, therefore, that the transfers of lawful money 
required by the inauguration of the new system will not make 
demands upon the banks which they will be unable to meet. Will 
such transfers be likely in any way to embarrass them or their cus- 
tomers? Only in case the net balance remaining after these trans- 
fers have been made is inadequate to meet the cash demands made 
upon the banks by their regular customers, and then only during 
a possible interval between the date of making these transfers and 
the date of the opening of the Reserve Banks for business. After 
such opening, cash in all necessary amounts shouid be cbtainable 
through rediscounts. 

The probability that there will be any embarrassment even dur- 
ing this interval is very slight. In the first place, all the necessary 
preparations for opening, including the printing of notes and their 
delivery to the subtreasuries, can and should be made in advance 
of any calls for cash by the Federal Reserve Banks; and with pres- 
ent facilities for transportation the necessary transfers precedent 
to opening can be made in a day or two at the longest. It is also 
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highly probable that the surplus cash remaining in the banks after 
these transfers will be more than adequate to supply the need dur- 
ing this short interval. Of course conditions will vary among 
different banks and in some cases there will need to be a transfer 
of balances from correspondents and reserve agents, and perhaps 
a temporary curtailment of credits. It will usually be possible to 
avoid the latter, however, by sales of investment securities, loans 
from correspondents, or rediscounts with them. 

More important than these temporary effects, however, are the 
readjustments of banking relations which will ultimately result and 
which will be permanent. After three years from the opening of 
the Federal Reserve Banks, all reserve balances of member banks 
must be withdrawn from present reserve agents; and, if the clearing 
system which the new organization is authorized to establish is put 
into operation, it is probable that a large portion of the exchange 
balances now kept with correspondents will be transferred to the 
Federal Reserve Banks. That is to say, existing reserve and some 
of the most important exchange relations between banks will be 
severed and new ones formed with the Federal Reserve Banks. 
Previous to the selection of the cities in which these banks are to be 
located and the settlement of the boundaries of the districts and 
the location of the branches, it will be impossible to forecast with 
any degree of certainty what effects upon our banking system these 
changes will produce. Probably the focal points will be shifted, 
though not greatly, if branches are established in all existing reserve 
cities. The cities in which the Federal Reserve Banks are located 
will, of course, become the primary focal points, and those in which 
branches are located, the secondary ones. Washington will become 
the clearing-center unless, as is possible, the Federal Reserve 
Board should decide to transfer it to New York or Chicago. 

The primary focal points of the new system, that is, the Federal 
Reserve Banks, will doubtless serve as cash reservoirs and cash 
distributing centers to a greater extent than the present reserve 
agents, since banks will not need to carry so much cash in their 
vaults as they do at the present time and the means of obtaining 
cash as needed will be greatly facilitated. If the facilities for trans- 
acting business with the Federal Reserve Banks are properly mul- 
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tiplied through the extension of branches and agencies, the practice 
of hoarding, so widespread at the present time, ought to be entirely 
discontinued in time, and our banks ought to become accustomed 
to rely upon the Federal Reserve Banks for their daily supplies of 
cash, as European banks do upon their central institutions. The 
new law still requires the hoarding of a certain amount of cash, but 
we may hope that the acquisition of the habit of relying upon the 
Federal Reserve Banks for daily supplies may in time demonstrate 
the absurdity of hoarding even for reserve purposes and ultimately 
result in the amendment of this feature of the law. 

How the transfer of reserve and exchange balances to the Fed- 
eral Reserve Banks will affect the kinds and methods of business 
and the profits of the banks which now hold these balances can be 
only conjectured at this date. It seems highly probable, indeed 
almost certain, that the call loan business on the New York Stock 
Exchange will be considerably diminished. The reserve funds now 
devoted almost exclusively to that business will be diverted to other 
uses both in and outside of New York City, and commercial paper 
will compete with these loans on the open market on a different 
basis and much more efficiently than ever before. It seems not 
improbable that these two forms of investment may change places 
in the regard of bankers and in time approximate the relations they 
now occupy on the London market. In other words, the stock- 
' broker will no longer have the advantage over all other classes of 
borrowers of being able to furnish the most easily marketable 
security. On the contrary, he will be at a disadvantage in com- 
parison with other merchants and manufacturers in that his paper 
will not be rediscountable at the Federal Reserve Banks. 

There is no good reason for thinking that ample funds for the 
operation of the New York and other stock markets of the country 
will not be forthcoming under the new system, but such funds will 
probably be drawn from strictly investment rather than commercial 
sources to a greater extent than at present, and the rates charged 
on them will not be subject to such wide fluctuations and will 
ordinarily be higher than at present. As a consequence of these 
| changes the proportion of speculative to other kinds of business 
\ ought to decline and security values ought to be more stable. 
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Throughout the entire country and especially in the reserve 
cities the demand for commercial paper should, and doubtless will, 
greatly increase, and the rate of discount should correspondingly 
fall. Such paper will everywhere constitute the chief element in 
the secondary reserves of all banks, non-member as well as member, 
and such reserves will form a larger proportion of the total than at 
the present time. The result will doubtless be a differentiation of 
commercial and investment paper to a degree unknown at the 
present day in this country. When the ordinary business man is 
able to market commercial paper at a rate considerably lower than 
investment paper, he will be supplied with a motive for distinguish- 
ing between the two which he does not now possess, and the banks 
will aid and encourage him in so doing because they must make 
the distinction whenever they rediscount with the Federal Reserve 
Banks. 

Such differentiation ought to have far-reaching consequences. 
If it is made general and insisted on in the practice of all banking 
institutions, one of the most potent causes of commercial crises will 
be removed. In my judgment, such a cause is to be recognized in 
the present widespread practice, especially among country banks, 
of establishing lines of credit on the basis of a customer’s total 
wealth rather than of the magnitude of his commercial transactions, 
and of loaning to him on his personal note with the expectation and 
frequently with the implied promise of an indefinite number of 
renewals. In times of expansion this practice almost necessarily 
results in inflation of credit and ultimately in forced liquidation 
which, if widespread and sufficiently great in magnitude, almost 
inevitably produces a crisis. 


Next to the transfer of reserve funds from present reserve agents 
to the Federal Reserve Banks, the most important feature of the 
new reserve system is the diminution, in proportion to deposits, of 
the reserves required to be maintained by member banks, and the 
change in the composition of these reserves. In the case of country 
banks the diminution of the reserves against demand deposits is 
from 15 per cent to 12 per cent, in that of reserve city banks from 
25 per cent to rs per cent, and in that of central reserve city banks 
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from 25 per cent to 18 per cent. In the case of time deposits the 
percentage is to be reduced to 5 for all banks. After three years, 
only cash in vaults and balances with Federal Reserve Banks may 
be counted as reserves and the distribution between the two must 
be as follows: in country banks, at least 4/12 cash in vaults and 
5/12 balances and the remaining 3/12 distributed between the two, 
as the bank pleases; reserve city banks, at least 6/15 cash in“aults, 
6/15 balances, and the remaining 3/15 distributed between the two 
as the bank pleases; and in central reserve city banks, at least 6/18 
cash in vaults, 7/18 balances, and the remaining 5/18 distributed 
between the two as the bank pleases. 

Under the new system it will be possible for banks with safety 
to approach the minimum set by law much more closely than they 
can at the present time, for the reason that rediscountable com- 
mercial paper will then be convertible into cash on short notice and 
authority to suspend the reserve requirements will rest with the 
Federal Reserve Board. The important question for consitlera- 
tion in this connection is: Will the banks be likely to expand to 
the limits set by these lowered reserve requirements, and, if they 
do, what will be the result ? 

An important factor in the determination of the extent to which 
the banks will avail themselves of this possible power of expansion 
will be the policy pursued by the Federal Reserve Board in its 
definition of the paper which may be admitted to discount under 
the terms of the new law, and its pelicy in relation to the issue of 
Federal Reserve notes and the control of rediscounts by the Federal 
Reserve Banks. 

Sec. 13 of the act leaves considerable discretion to the Federal 
Reserve Board in the determination of the paper admissible to 
rediscount. The second paragraph reads as follows: 





Upon the indorsement of any of its member banks, with a waiver of 
demand, notice and protest by such bank, any Federal Reserve Bank may dis- 
count notes, drafts, and bills of exchange arising out of actual commercial trans- 
actions; that is, notes, drafts, and bills of exchange issued or drawn for agri- 
cultural, industrial, or commercial purposes, or the proceeds of which have been 
used, or are to be used, for such purposes, the Federal Reserve Board to have 
the right to determine or define the character of the paper thus eligible for 
discount, within the meaning of this act. Nothing in this act contained shall 
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be construed to prohibit such notes, drafts, and bills of exchange, secured by 
staple agricultural products, or other goods, wares, or merchandise from being 
eligible for such discount; but such definition shall not include notes, drafts, 
or bills covering merely investments or issued or drawn for the purpose of 
carrying or trading in stocks, bonds, or other investment securities, except 
bonds and notes of the government of the United States. Notes, drafts, and 
bills admitted to discount under the terms of this paragraph must have a matur- 
ity at the time of discount of not more than ninety days: Provided, That notes, 
drafts, and bills drawn or issued for agricultural purposes or based on live stock 
and having a maturity not exceeding six months may be discounted in an 
amount to be limited to a percentage of the capital of the Federal Reserve 
Bank, to be ascertained and fixed by the Federal Reserve Board. 


In the interpretation of the phrases “actual commercial trans- 
actions,” ‘‘issued or drawn for agricultural, industrial, or commer- 
cial purposes,” “‘to be used for such purposes,”’ and “merely invest- 
ments,” considerable latitude is possible. The difference between 
a construction of these terms based upon an accurate knowledge of, 
and a strict regard for, the fundamental processes of our economic 
life and sound principles of banking and one based strictly on legal 
conceptions, court decisions, the derivation of words, etc., may be 
very great. The difference between a strict and a liberal inter- 
pretation on any basis may also be great. If these terms are inter- 
preted in such a manner as to confine rediscounts to the paper which 
represents the growing and harvesting of the crops and their move- 
ment from producers to consumers, the movement of raw material 
and labor through the various processes required for their trans- 
“formation into manufactures ready for consumption, and the dis- 
tribution of these manufactures to final consumers, the expansion 
of the banks will be automatically regulated. In other words they 
will expand to the extent that is necessary for the proper conduct 
of these fundamental processes and no farther. But if paper is 
allowed to be accepted for rediscount which represents equipment, 
the indefinite holding of crops or manufactured goods for improved 
market conditions, irrigation, drainage, and other similar projects— 
paper which might easily be made to conform technically to the 
requirements of Sec. 13—the expansion of the banks will depend 
upon such artificial stimuli and restraints as may be supplied by 
the good or bad judgment of their officers or by the action of the 
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Federal Reserve Board in the exercise of its power over note issues 
and discount rates. 

By issuing notes freely and permitting a rate of discount below 
that of the markets in which the Federal Reserve Banks are located, 
the Board may stimulate expansion, and by the opposite policy it 
may curb any movement in that direction. The kind of judgment 
exercised by the officers of the member banks will depend in no 
small degree upon the extent of their ability to distinguish between 
commercial and investment paper and upon their appreciation of 
the importance of this distinction. To create and diffuse this 
ability and appreciation will require a campaign of education begun 
at once and strenuously pursued for a considerable period of time. 

At the present time most officers and the general public are 
unaware that such a distinction in ivality exists. Their experience 
and training has tended to obscure rather than to reveal it. Bank 
officers have been accustomed to grant lines of credit to their cus- 
tomers on the basis of their total worth rather than of the volume 
of their commercial transactions, and the customers have freely used 
the funds advanced them for all their needs, investment as well as 
commercial. So long as they have kept within the lines granted 
them, they have expected to have their notes renewed indefinitely 
and have been encouraged in this expectation by the practice oi the 
bankers. 

The current use of the term “commercial paper” is also mis- 
leading. To most people it means paper which is handled by a 
broker as distinguished from that which comes to the bank directly 
from the makers. It may or may not be commercial paper in the 
proper sense of that term. 

To change these ideas and practices will require conscious effort, 
the exercise of financial pressure, and time. The Federal Reserve 
Board will need to make clear at the outset the distinction between 
commercial and investment paper and to hold the Federal Reserve 
Banks strictly to its observance in their rediscounts and open mar- 
ket operations. By these means the member banks will be forced 
to give attention to it and to bring it to the attention of their 
customers. By a slight difference in the rates charged on commer- 
cial and investment paper, business men can readily be induced to 


‘ 





BANKING RESERVES UNDER FEDERAL RESERVE ACT 341 


separate the one from the other, but they will need instruction 
regarding how to do it, and the source of such instruction, at the 
beginning at any rate, must be the Federal Reserve Board. 

At the very beginning, of course, it will be impossible to remove 
all uncertainty regarding the character of the paper that is offered 
for rediscount. The greater part of the assets of most of the mem- 
ber banks consists of promissory notes which do not bear upon 
their faces any evidence regarding the nature of the transaction in 
which they originated, and the bankers who own them will not be 
able to furnish much evidence on this point. They will be willing 
and able to guarantee the payment of the paper at maturity and 
the Federal Reserve Banks will have to be content with such 
guaranties. But as soon as the new machinery is in full operation 
and there has been time for the member banks to readjust their 
methods and practices, there should be strict insistence upon the 
presentation of evidence that the paper offered for rediscount is 
actually commercial in character, and in the reports which the 
member banks are required to make to the Federal Reserve Board 
a classification of their assets into commercial and investment 
paper should be insisted upon, and the examiners should be in- 
structed to give special attention to this classification and to aid 
the member banks in drawing the line accurately. 

Regarding the adequacy of these checks against overexpansion, 
experience alone can furnish the final test. The power granted the 
Federal Reserve Board seems to be sufficiently great. If it errs in 
applying the commercial paper brake, it still may limit note issues 
and force up the rates of discount. Unless it fails correctly to 
read the signs which indicate overexpansion and permits unsound 
conditions to develop to too great an extent, it ought to be able to 
control the situation without difficulty. 


Sec. 16 of the new law provides among other things that “every 
Federal Reserve Bank shall maintain reserves in gold or lawful 
money of not less than thirty-five per centum against its deposits 
and reserves in gold of not less than forty per centum against its 
Federal Reserve notes in actual circulation, and not offset by gold 
or lawful money deposited with the Federal Reserve agent.” The 
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gold reserve against notes may be reduced to any amount below 4o 
per cent, however, on condition of the payment of a graduated tax 
which must be added to the rate of discount. As regards note 
issues, therefore, the law does not establish an impassable limit in 
the form of a rigid minimum reserve, but instead it makes a pro- 
gressive increase in the rate of discount compulsory whenever the 
gold reserve falls below 40 per cent, and fixes the amount of such 
increase. When such reserves are above 40 per cent an increase 
in the rate is optional with the Federal Reserve Banks and ulti- 
mately with the Federal Reserve Board. As regards deposits, on 
the other hand, the maintenance of a minimum reserve of 35 per 
cent is a rigid requirement, the violation of which would render 
the officers of a Federal Reserve Bank subject to removal by the 
Federal Reserve Board. 

A sharp line is thus drawn between checking accounts and note 
issues as a basis of expansion, and properly, because credit balances 
on the former may be counted by member banks as reserves, while 
notes may not be so counted. For example, the crediting on a 
checking account with a Federal Reserve Bank of the proceeds of 
the rediscount of a thousand dollar note would give to a country 
bank the right to loan $8,333}, to a reserve city bank the right to 
loan $6,6663, and to a central reserve city bank the right to loan 
$5,555%, while the exchange of that same note for Federal Reserve 
notes would not in any respect directly increase the loaning power 
of these banks. It should also be noted in this connection that a 
rise in the rate of discount in any degree will more easily check 
note issues than an increase in balances on checking accounts, 
since in the former case whenever the Federal Reserve Bank rate 
exceeds the market rate, the banks would suffer a loss, while in the 
latter case that result would not necessarily follow, indeed would 
not be likely to follow unless the rise in the bank rate were very 
great. 

At the present time it is impossible to estimate the amount of 
expansion which these reserve requirements would permit, since we 
cannot with even an approximation of accuracy estimate the 
amount of lawful money that will find its way into the vaults of 
the Federal Reserve Banks. We do not know how much will be 
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paid in by member banks on account of capital stock and reserves 
or how much will be deposited on account by the federal Treasury. 

However, some indication of what may reasonably be expected 
is supplied by the figures contained in the reports of the national 
banks to the Comptroller made on January 13, 1914, and by the 
amount on hand in the general fund of the Treasury about that 
time. On that date the national banks of the country had in their 
vaults $981,919,420.56 in lawful money. Had the Federal Reserve 
act been in force at that time, these banks would have been obliged 
to carry in their vaults for reserve purposes $396,200,902.60. The 
difference between these two figures, or $585,718,517.96, represents 
the amounts available for the supply of the customers of the banks, 
with money in denominations below five dollars and with the means 
of paying foreign balances, and for deposit in the Federal Reserve 
Banks. Assuming that about half of it would have been needed 
for the use of customers, about $300,000,000 of lawful money would 
have been left for deposit in the Federal Reserve Banks. Add to 
this $100,000,000, the amount which the Secretary of the Treasury 
might reasonably be expected to transfer from the general fund 
which amounted to $286,129,330.00 on September 16, 1913, and 
the grand total is $400,000,000. This amount of lawful money 
would enable the Federal Reserve Banks to carry as a maximum 
approximately $1,143,000,000 of deposits, a part of which, probably 
the larger part, could be used by member banks as reserves. 

A comparison of this total with the national bank balances held 
by the reserve and central reserve city banks on January 13, 1914— 
$612,894,753.90—roughly indicates the amount of expansion ren- 
dered possible by the new law. 

On the date to which the above figures refer the amount of gold 
coin and gold certificates in the vaults of the banks and in the 
general fund of the Treasury was sufficient to have made possible 
the payment of the entire $400,000,000 to the Federal Reserve 
Banks in these forms. It would, therefore, have been possible for 
these banks to have used this entire fund as a basis for note issues 
had that been desirable, or to have distributed it in any desired 
proportion between the reserve for notes and the reserve for 
deposits. 
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How much room there may be for legitimate expansion cannot, 
of course, be determined. The important points to observe are that 
a fair margin for expansion will undoubtedly be created by the 
inauguration of the new system and that the power to check over- 
expansion is lodged by the new law in the hands of the Federal 
Reserve Board and the directorates of the Federal Reserve Banks. 
It is not likely that the latter will be tempted to overexpansion by 
the desire to earn large dividends and hence there is no reason why 
they should permit their reserves to fall as low as 35 per cent, if for 
any reason the interests of the country demand that they should 
be higher. Indeed they can at any time check a tendency toward 
overexpansion by raising the rate of discount and, if that is not 
sufficient, by limiting the amount of rediscounts to banks inclined 
to overexpand. They may even go to the extent of temporarily 
refusing rediscounts entirely. If the Federal Reserve Banks do not 
voluntarily apply the brakes when and where they are needed, the 
Federal Reserve Board may compel them so to do. 


WILLIAM AMASA ScoTT 
UNIVERSITY OF WISCONSIN 























COLLECTING CHECKS UNDER THE CURRENCY LAW 


The Federal Reserve act recently passed by Congress contains _ 
provisions affecting the clearing and collection of checks and drafts 
payable upon presentation which are of vast importance to the 
business men and bankers of the United States. However, much 
misunderstanding as to the meaning of the law has been caused 
by the fact that the provisions of the Glass bill and the provisions 
of the Owen bill were somewhat conflicting and that the supporters 
of these two bills finally agreed to a compromise. A compromise 
unless very carefully arrived at could not but work harm to such 
a complicated and technical part of the law, and consequently it 
is necessary to analyze carefully the exact wording of the Glass 
bill and of the Owen bill in order to arrive at an understanding of 
the construction that will probably be placed upon this part of 
the currency law. 

There are two sections in the Glass bill, the Owen bill, and the 
currency law containing provisions for the clearing and collection 
of checks and drafts. In the Glass bill and the Owen bill, these 
sections are known as section 14 and section 17, while in the cur- 
rency law they have been changed to section 13 and section 16. 
The provisions contained in section 13 are entirely permissive, 
allowing reserve banks to handle certain checks and drafts pro- 
viding they wish to do so. The provisions contained in section 16 
are mandatory, compelling reserve banks to handle certain checks 
and drafts under certain conditions. 

The following outline contains the provisions of the Glass bill, 
the Owen bill, and the currency law which affect the clearing and 
collection of checks and drafts. These provisions have been sub- 
divided in order that corresponding parts of the Glass bill, the 
Owen bill, and the currency law may be separately considered. 
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Gass Br. 
SECTION 14 
That any Federal Reserve 
Bank may receive from any 
member bank deposits of cur- 
rent funds in lawful money, 
national bank notes, Federal 
Reserve notes, or checks and 
drafts upon solvent banks, 
payable upon presentation; 


or, solely for ex- 
change purposes, may receive 
from other Federal Reserve 
Banks deposits of current funds 
in lawful money, national bank 
notes, or checks and drafts upon 
solvent banks, payable upon 
presentation. 


SECTION 17 


It shall be the duty of every 
Federal Reserve Bank to re- 
ceive on deposit, at par and 
without charge for exchange 
or collection, checks and drafts 
drawn upon any of its deposit- 
ors or by any of its depositors 
upon any other depositor 

and 
checks and drafts drawn by 
any depositor in any other 
Federal Reserve Bank upon 
funds to the credit of said de- 
positor in said Reserve Bank 
last mentioned, 


nothing herein 
contained to be construed as 
prohibiting member banks from 
making reasonable charges to 
cover actual expenses incurred 
in collecting and remitting funds 
for their patrons. 


Owen Brit 
SECTION 14 


Any Federal Reserve Bank 
may receive from any of its 
member banks, and from the 
United States, deposits of cur- 
rent funds in lawful money, 
national bank notes, Federal 
Reserve notes, or checks and 
drafts upon solvent banks of the 
Federal Reserve System, pay- 
able upon presentation; 


or, solely 
for exchange purposes, may re- 
ceive from other Federal Re- 
serve Banks deposits of current 
funds in lawful money, national 
bank notes, or checks and 
drafts upon solvent member or 
other Federal Reserve Banks, 
payable upon presentation. 


SECTION 17 


Every Federal Reserve Bank 
shall receive on deposit from 
member banks or from Federal 
Reserve Banks checks and 
drafts drawn upon any of its 
depositors, 


and when remitted 
by a Federal Reserve Bank, 
checks and drafts drawn by any 
depositor in any other Federal 
Reserve Bank or member bank 
upon funds to the credit of said 
depositor in said Reserve Bank 
or member bank. 

Nothing herein contained 
shall be construed as prohibit- 
ing a member bank from making 
reasonable charges for checks 
and drafts so debited to its 
account, or for collecting and 
remitting funds, or for exchange 
sold to its patrons. 


The Federal Reserve 
Board may, by rule, fix the 
charges to be collected by the 
member banks from its pa- 
trons whose checks are cleared 
through the Federal Reserve 
Bank and the charge which 
may be imposed for the serv- 
ice of clearing or collection 
rendered by the Federal Re- 
serve Bank. 


Currency Law 
SECTION 13 


Any Federal Reserve Bank 
may receive from any of its 
member banks, and from the 
United States, deposits of cur- 
rent funds in lawful money, 
national bank notes, Federal 
Reserve notes, or checks and 
drafts upon solvent member 
banks, payable upon presenta- 
tion; 


or, solely for exchange 
purposes, may receive from 
other Federal Reserve Banks 
deposits of current funds in 
lawful money, national bank 
notes, or checks and drafts 
upon solvent member or other 
Federal Reserve Banks, pay- 
able upon presentation. 


SECTION 16 


Every Federal Reserve Bank 
shall receive on deposit at par 
from member banks or from 
Federal Reserve Banks checks 
and drafts drawn upon any of 
its depositors, 


and when re- 
mitted by a Federal Reserve 
Bank, checks and drafts drawn 
by any depositor in any other 
Federal Reserve Bank or mem- 
ber bank upon funds to the 
credit of said depositor in said 
Reserve Bank or member bank. 
Nothing herein contained shall 
be construed as prohibiting a 
member bank from charging 
its actual expense incurred in 
collecting and remitting funds, 
or for exchange sold to its 
patrons. 


The Federal Reserve 
Board shall, by rule, fix the 
charges to be collected by the 
member banks from its patrons 
whose checks are cleared 
through the Federal Reserve 
Bank and the charge which 
may be imposed for the serv- 
ice of clearing or collection 
rendered by the Federal Re- 
serve Bank. 
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limited to those drawn on solvent member banks. 
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Grass BIL. 

SECTION 17 
The Federal Reserve Board 
shall make and promulgate 
from time to time regulations 
governing the transfer of funds 
at par among Federal Reserve 
Banks and may at its discre- 
tion exercise the functions of a 
Clearing House for such Fed- 
eral Reserve Banks or may 
designate a Federal Reserve 
Bank to exercise such functions, 


and may also require each such 
bank to exercise the functions of 
a Clearing House for its member 
banks. 


Owen Brit 

SECTION 17 
The Federal Reserve Board 
shall make and promulgate 
from time to time regulations 
governing the transfer of funds 
and charges therefor among 
Federal Reserve Banks and 
their branches, and may at its 
discretion exercise the functions 
of a Clearing House for such 
Federal Reserve Banks, or 
may designate a Federal Re- 
serve Bank to exercise such 
functions, 


and may also require 
each such bank to exercise the 
functions of a Clearing House 
for its member banks. 


SECTION 13 
a 


Currency Law 
SECTION 16 


The Federal Reserve Board 
shall make and promulgate from 
time to time regulations govern- 
ing the transfer of funds and 
charges therefor among Fed- 
eral Reserve Banks and their 
branches, and may at its dis- 
cretion exercise the functions of 
a Clearing House for such Fed- 
eral Reserve Banks, or may 
designate a Federal Reserve 
Bank to exercise such functions, 


The Glass bill provided that any national bank might receive 
on deposit from any of its own member banks checks and drafts 
drawn on any solvent bank whether a member of the reserve 
system or not. 
The Owen bill provided that the checks and drafts should be 
limited to those drawn on solvent banks that were members of the 
reserve system. 
The currency law provides that the checks and drafts shall be 


As section 1 


of the currency law defines a ‘member bank” as any bank which 
has become a member of one of the reserve banks, it is apparent 
that the meaning of the Owen bill is not changed and hence this 
part of the currency law authorizes any reserve bank to receive on 
deposit from its members or from the United States checks and 
drafts drawn on any solvent bank that is a member of the federal 
reserve system. 
b 

Both the Glass bill and the Owen bill provided that any reserve 
bank might receive certain checks and drafts on deposit from other 
reserve banks for exchange purposes. The words “‘for exchange 
purposes” were used because a reserve bank is given no power to 
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open an account with another reserve bank except as provided in 
section 14 of the currency law, where any reserve bank is author- 
ized to establish accounts with other reserve banks for exchange 
purposes. Under the Glass bill a reserve bank could so accept 
from another reserve bank checks and drafts drawn upon any 
solvent bank whether a member of the reserve system or not; but 
under the Owen bill such checks and drafts were limited to those 
drawn on any solvent member bank or other reserve bank. The 
exact wording of the Owen bill was followed in the currency law 
and as a “member bank” means any bank that is a member of 
the reserve system, it is apparent that this part of the currency law 
authorizes any reserve bank to accept on deposit, for exchange 
purposes, from any other reserve bank, checks and drafts drawn 
on any solvent bank that is a member of the reserve system or on 
any other solvent reserve bank. 


SECTION 16 
c 


The Glass bill provided that a reserve bank should receive on 
deposit at par and without any charge whatever, checks or drafts 


drawn on any bank that was a member of that particular reserve 
bank. The words “or by any of its depositors upon any other 
depositor” were unnecessary, as the words “checks and drafts 
drawn upon any of its depositors” included all checks and drafts 
on a depositor in the reserve bank, whether drawn by an ordinary 
depositor or by one of the other depositors in the reserve bank. 
The Owen bill omitted the unnecessary words “or by any of 
its depositors upon any other depositor,” and merely provided 
that any checks and drafts drawn upon any of its depositors should 
be received on deposit by a reserve bank; but the Owen bill 
omitted the words “at par,” and later on provided that certain 
charges should be made for collecting these checks and drafts. 
This part of the currency law is a compromise between the Glass 
bill and the Owen bill. The exact wording of the Owen bill was 
followed except that the words “at par” which were used in the 
Glass bill were inserted in the currency law. However, the words 
“‘at par” are offset in the currency law by a subsequent provision 
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that certain charges may be made to cover the expense of collecting 
these checks and drafts. This inconsistency is probably the re- 
sult of a rather hasty compromise; but doubtless the law will be con- 
strued to mean that the words “‘at par” apply to exchange charges 
proper and that the collection charges later provided for apply to 
charges to be made for the service of handling the checks and drafts. 
Consequently, this part of the law doubtless means that any reserve 
bank must receive on deposit, from any of its members or from any 
other reserve bank, checks and drafts drawn on any of its own 
members; and that no exchange charge shall be made although 
a service charge may be made under a provision which appears 
later on. 


d 


In addition to the checks and drafts above noted, the Glass bill 
provided that a reserve bank should also receive on deposit checks 
and drafts drawn on any other reserve bank. The Owen bill 
adopted this provision of the Glass bill but added also checks and 
drafts drawn on any bank that is a member of the reserve system. 
However, the Owen bill provided that these various checks and 
drafts should only be accepted on deposit ‘‘when remitted by a 


Federal Reserve Bank.” These words were doubtless added in 
order to make this mandatory section agree with the permissive 
section which is lettered 6 in the above outline. Both of these 
sections were apparently intended by the framers of the Glass bill 
to refer to the same form of transactions, the provision in section 
13 being merely permissive, but the provision in section 14 being 
mandatory and setting forth provisions concerning exchange 
charges and cost of handling. Hence, as the wording of the cur- 
rency law follows the exact wording of the Owen bill, it is apparent 
that this part of the currency law provides that a reserve bank 
must receive on deposit, from any other reserve bank, checks and 
drafts drawn on any other reserve bank or on any bank that is a 
member of the reserve system, without making any exchange 
charge, although a service charge is permitted under a provision 
which appears later on. 

As the part of section 16 which is lettered c in the above out- 
line compels a reserve bank to receive on deposit from any other 
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reserve bank checks and drafts drawn on any of its own members, 
and as a check or draft drawn against the reserve bank itself must 
of course be received on deposit without any provision of law to 
that effect, it is apparent that this part of the section adds no pro- 
vision to the law except that a reserve bank must receive on deposit 
from any other reserve bank checks and drafts drawn on any 
other reserve bank or on any bank that is a member of some other 
reserve bank. This part of the law is of no practical value because 
a remitting reserve bank would prefer (under the provisions of c) 
to send such checks and drafts direct to the reserve bank on which 
or upon the members of which the checks and drafts were drawn. 
Furthermore this clause raises the question how a remitting bank 
would come into possession of any checks and drafts on other 
reserve banks to remit, for there is no provision in the law allowing 
a reserve bank to receive such checks and drafts from its members 
or from the United States. This inconsistency is due to the fact 
that the framers of the Owen bill apparently misunderstood the 
meaning of this part of the Glass bill. As noted above, the Glass 
bill provided that a reserve bank should receive on deposit checks 
and drafts drawn on any other reserve bank; and this meant that 
they should be received on deposit by the reserve bank either from 
its own members, from the United States, or from any other reserve 
bank. Apparently the framers of the Owen bill inserted the words 
““when remitted by a Reserve bank” without realizing that this 
change cut off the provision for & reserve bank to receive on deposit 
from its own members, or from the United States, checks and 
drafts drawn on any other reserve bank. Consequently, the change 
made by the framers of the Owen bill in the wording that was used 
in the Glass bill not only rendered this part of the law of no value, 
but actually placed a considerable burden on business because 
under the law as enacted a member bank receiving a draft on some 
other reserve bank cannot send it in to its own reserve bank but 
must collect it through some other channel. This is particularly 
unfortunate in view of the fact that a member bank (under the pro- 
visions of a) may be permitted to send in to its reserve bank a 
check on a member of some other reserve bank, though it cannot 
send in a draft on the other reserve bank itself. 
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e 

The Glass bill provided that nothing therein contained should 
prohibit a member bank from charging reasonable fees to cover 
actual expense in collecting money that was due to its patrons to 
whom the money so collected was to be remitted. 

The Owen bill adopted this provision of the Glass bill and 
added that nothing therein contained should prohibit a member 
bank from making reasonable charges for exchange, such as New 
York and Chicago drafts, which it might sell, or from making 
reasonable charges for checks and drafts so debited to its account. 
The words “‘so debited to its account” were very confusing, because 
there was no reference in the bill to any process of debiting any 
account. However, it developed that the framers of the Owen 
bill intended that a reserve bank, when it received checks on one 
of its members, should not send them to the member with a request 
for a remittance less a small charge as is the present practice, but 
that it should immediately debit such checks against the funds of 
the member bank which it held, and this provision allowed the 
member bank to make a charge against the reserve bank when 


the reserve bank so debited any checks against the account of the 
member bank. The currency law omitted this last provision 
altogether and merely provides that nothing contained therein 
shall prohibit a member bank from charging its actual expense 
when it collects and remits money or when it sells exchange to its 


patrons. 
f 

The Glass bill contained no further provisions in regard to 
exchange and collection charges, but the Owen bill provided that 
the Federal Reserve Board might fix the charges that members of 
the reserve system could collect from their patrons whose checks 
passed through a reserve bank, and the charges that a reserve bank 
could make for the service of clearing or collecting checks. The 
currency law follows the exact wording of the Owen bill, even 
including a noticeable grammatical error, except that it provides 
that the Federal Reserve Board must fix the charges while the 
Owen bill only provided that it might do so. 

The wording of this part of the law does not make it clear 
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whether a member bank is authorized to make charges against the 
patrons who draw the checks that pass through a reserve bank or 
against the patrons who deposit the checks. However, the views 
of Senator Owen and his committee as published on November 
22, 1913, by the Senate Committee on Banking and Currency, 
indicate that it was the intention of the framers of the bill that 
these charges should be collected from patrons who deposit checks 
that are to be cleared through a reserve bank. 

There has been some misunderstanding also in regard to the 
provision for the charges that a reserve bank can make for the serv- 
ice of clearing or collecting checks, because the currency law pro- 
vides that certain checks must be received ‘“‘at par,” and strictly 
speaking, if an item must be received at par no charge can be made. 

However, as heretofore explained, expediency will doubtless 
make it necessary to construe the law as meaning that a reserve 
bank must receive certain checks at par as regards exchange 
charges, but that it shall be allowed to make a handling charge in 
accordance with the rates fixed by the Federal Reserve Board to 
cover the service rendered. 


g 
The Glass bill provided that the Federal Reserve Board should 
make rules governing the transfer of funds at par from one reserve 
bank to another, and that the Federal Reserve Board could if it 
wished act as a clearing-house for the reserve banks and thus 
eliminate to a large extent the shipment of money between the 
reserve banks; or that the Federal Reserve Board could designate 
some one reserve bank to exercise these clearing-house functions 
for the reserve banks. The Owen bill in this regard followed the 
Glass bill very closely, but changed the provision for the transfer 
of funds at par by allowing the Federal Reserve Board to provide 
what charges should be made for transfers of funds between 
reserve banks. The currency law adopted the exact wording of 
the Owen bill. 
h 


The Glass bill provided that the Federal Reserve Board could 
require each reserve bank to exercise the functions of a clearing- 
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house for its members. The exact wording of the Glass bill was 
followed in the Owen bill and in the currency law. 

Without this power a reserve bank would doubtless have been 
compelled to collect the checks and drafts which it received instead 
of to clear them. In that case a reserve bank would doubtless 
have collected its out-of-town checks and drafts in accordance 
with the methods developed by the Boston Clearing-House, sending 
out daily to each member all checks or drafts which had been 
received against each such member. The member would have 
remitted for such items upon receipt of them; and there is nothing 
in the currency law to prevent the member from deducting an 
exchange charge as has been the practice in the past. 

However, as the Federal Reserve Board may require a reserve 
bank to act as a clearing-house, the members will doubtless be 
required to accede to all the rules and regulations made to govern 
such clearing-house operations. Consequently, all checks on 
members received by the reserve bank will doubtless be handled 
in much the same way as checks are now handled by city clearing- 
houses, except that where a debit balance in a city clearing-house 
is usually paid in to the clearing-house by the bank, a debit balance 
in a reserve bank clearing-house will not be paid in by the bank 
but will be debited by the reserve bank against the funds which 
the member bank has on deposit with the reserve bank. This 
may be done because the funds which the member has on deposit 
with the reserve bank will represent money due the member and 
the debit balance will represent money due from the member, and 
by carrying the clearing idea one step farther the debit balance is 
merely charged against the funds due to the member and the trans- 
action is closed. A credit balance would of course be credited to 
the funds due to the member... As there is no provision in the law 
which will permit member banks to make any charges on checks or 
drafts which have been debited to their accounts, a reserve bank 
will be able to collect these checks and drafts without any expense 
other than the cost of handling them; and as the reserve bank is 
allowed to make a service charge against the members sending in 
the checks and drafts to be cleared, it will be able to reimburse 
itself for the entire cost of clearing. Rules and regulations will of 
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course be made covering the return to the reserve bank of any dis- 
honored checks or drafts, and covering other details of operation. 


From the foregoing analysis of the exchange provisions of the 
new law, the following synopsis of its practical operation can be 
suggested. 

As soon as the reserve banks are fully organized, the depositor 
in a member bank will find that his checks will be readily accepted 
throughout the country, whereas formerly he was usually requested 
to remit in New York or Chicago exchange. He will also find that 
his checks are returned to his bank, and charged against his ac- 
count much more quickly than they formerly were. However, 
the depositor in a non-member bank will find that his checks are 
handled as in the past but that they are discriminated against and 
objected to because they will not be collected so cheaply or quickly 
as checks on a member bank. 

When a check on a member bank is received by a business 
house from one of its out-of-town customers, the business house 
will deposit it with its local bank. If this local bank is a member 
of the reserve system it will accept the check just as at present, but 
the exchange which it will charge the business house will be in 
accordance with the rules made by the Federal Reserve Board and 
will be very much less than the present charge that is made under 
the clearing-house rules. The local bank will then redeposit the 
check in its reserve bank, which must receive it on deposit if it is 
drawn on one of its own members and may receive it on deposit 
if it is drawn on a member of some other reserve bank. The reserve 
bank will charge the local bank a small service charge which will 
be fixed by the Federal Reserve Board, but no exchange charge 
will be made. 

If the local bank in which the business house deposits the 
check is not a member of the reserve system, it will accept the 
check just as at present and competition will doubtless generally 
limit the exchange which it will charge to the rate charged by 
member banks. The non-member bank will doubtless redeposit 
the check with some bank that is a member, and this member bank 
will collect it through its reserve bank. This can be done because 
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there is nothing in the law that prevents a member bank from 
accepting checks from non-member banks and clearing them 
through its reserve bank. 

When the check received by the reserve bank is on a member 
of the same reserve bank it will be handled by the reserve bank in 
its capacity as a clearing-house for its members. As a result of 
this process the reserve bank will debit the check against the funds 
which it holds to the credit of the member bank on which the check 
is drawn, and will then forward it to the member bank with a debit 
advice. The member bank will thus have no opportunity to make 
an exchange charge as is the custom at present. 

When the check received by the reserve bank is on a member 
of some other reserve bank, then it will be forwarded to the reserve 
bank on a member of which it is drawn, and this reserve bank must 
receive it without any exchange charge, but is allowed to make a 
small service charge in accordance with the rules made by the Fed- 
eral Reserve Board. It will then handle the check in its capacity 
as a clearing-house for its members. 

As each reserve bank will have accounts for exchange purposes 
with the other reserve banks, arrangements will doubtless be made 
for the reserve bank receiving the check merely to debit it, less the 
service charge, against the funds which it holds to the credit of the 
reserve bank to whom it is sending the check. This process will 
make a further saving of time and labor in handling the check. 

The transfer of balances due between federal reserve banks will 
be made in accordance with rules established by the Federal 
Reserve Board, and many transfers may perhaps be avoided through 
the operation by the Federal Reserve Board of a clearing-house 
for the reserve banks. 

This system of collecting checks will result in a large saving 
in exchange charges to the business men in the large centers. This 
saving will come about because of two changes in present conditions: 
first, the elimination of the great waste brought about by the 
present operation of many independent collection organizations, 
and the substitution therefor of one compact well-organized col- 
lection mechanism; and second, the abolition of exchange charges 
by member country banks on checks drawn against them. Thus, 
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while the business men in the large centers will save money, the 
country banker in the small places will suffer a considerable loss; 
but the whole system of collecting checks will be much more 
prompt, efficient, and economical than in the past. 

When a check on a non-member bank is received by a business 
house from one of its out-of-town customers, the business house 
will deposit it with its local bank, which will handle it much the 
same as in the past because checks on non-member banks cannot 
be cleared through the reserve system. The exchange charge 
which the local bank will make on the check may in time be some- 
what less than at present because there may develop in the large 
centers a tendency to consolidate these checks in out-of-town 
clearing-houses similar to those in Boston, Kansas City, and else- 
where. However, competition for business may defeat this tend- 
ency and as a result little change from present conditions may be 
experienced as regards checks on non-member banks. 

A reserve bank may under the currency law receive from the 
United States checks on any bank that is a member of the reserve 
system; but through an apparent error in the law, a reserve bank 
has no power to receive from the United States drafts drawn on 
any other reserve bank. Neither has it the power to receive 
such drafts from any of its members; and consequently, unless 
the Federal Reserve Board can rectify this apparent error 
through the adoption of rules and regulations that will be gen- 
erally acquiesced in, it will be necessary for the government to 
deposit a draft on a reserve bank only in the bank upon which 
it is drawn and for a member bank which has received a draft 
on another reserve bank to forward the draft to some one of 
its correspondents who happens to be a member of the reserve 
bank upon which the draft is drawn. This correspondent can of 
course send it in to its reserve bank because a reserve bank must 
receive from one of its members a draft that is drawn upon the 
reserve bank itself. The difficulty may perhaps be obviated if the 
Federal Reserve Board should rule that the power which is given 
a reserve bank to open accounts for exchange purposes in other 
reserve banks is sufficiently broad so that every reserve bank can 
become a “‘depositor”’ in every other reserve bank. Drafts drawn 
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on other reserve banks might then be considered as drafts drawn 
against depositors, and as each reserve bank may receive on deposit 
from its members and from the United States checks and drafts 
drawn on any of its depositors, the apparent error in the law would 
be offset. 

The currency law touches upon the business of collecting what 
are usually termed “‘customers’ drafts,” and also upon the business 
of selling New York, Chicago, and other exchange, it being pro- 
vided that nothing contained in the currency law shall prohibit 
a member bank from charging its actual expenses for rendering 
these services. 

Many bankers have believed that the free circulation of indi- 
vidual checks should be discouraged in the United States and that 
drafts on the reserve banks should take the place of individual 
checks in the remittance of funds over any considerable distances. 
However, the Reserve act having established the reverse principle 
as the law of the land, the hearty support of all bankers will doubt- 
less be given to every effort that is made to develop the far-reaching 
and beneficial changes from present conditions that will come about 
as a result of the so-called exchange provisions of the currency law. 


GEORGE WOODRUFF 
Jour, IL. 





THE RELATION OF THE NEW CURRENCY ACT TO THE 
WORK OF COMMERCIAL PAPER HOUSES 


The function of the commercial paper house is, on the one hand, 
to supply credit to business houses by discounting their notes, and, 
on the other hand, to furnish to banks which have unemployed 
funds a liquid, quickly maturing form of investment. The neces- 
sity for so obtaining credit and the demand by banks for a liquid 
form of investment are vital alike to business and banking, and 
will exist under any system of currency. The effect of the new 
law on the work of commercial paper houses will be at most a 
change only of form, or in method of doing business, and not in the 
nature of the service performed. 

In the present practice of commercial paper houses advances of 
funds are made by the discounting of promissory notes. The money 
so obtained is used by the borrower in the purchase of goods and 
in preparing them for market. When the goods are marketed and 


paid for, the proceeds of their sale enable the borrower to pay his 
notes. 


The term ‘commercial paper”’ originally indicated notes or 
acceptances given in settlement for goods bought; but the com- 
mercial practice of settling bills by notes has long since been dis- 
continued in this country owing to the offering by wholesalers of 
substantial discounts for payment in cash. This practice is so 
general that a concern which does not discount its bills is regarded 
as being in a strained financial position. Discounting has become 
in this country the touchstone of credit standing. To such an 
extent is this true that a merchant who fails to discount his bills 
cannot possibly withstand competition. Indeed, in many lines the 
cash discount constitutes the entire margin of net profit. The 
result is that most concerns borrow from their banks or brokers on 
their promissory notes in order to take advantage of the cash dis- 
counts. It is apparent from this that such notes are issued against 
goods which the borrower has purchased, and their payment 
depends upon his properly marketing his goods. In the case of 
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bills receivable, the merchant who discounts them with his bank or 
broker is obtaining funds on goods which he has sold; the proper 
marketing of the goods upon which the bills are created will depend 
upon the ability of another merchant than the one who obtains the 
bank credit on them. 

The extending of merchandise credits when the cash discount 
test is removed can be abused to a greater degree than direct bank 
loans. The merchant is always eager to sell, and a customer who 
need not pay cash may be tempted to buy beyond his means, but 
the bank which has fixed his line of credit has thereby set the limit 

“of his purchases. The danger of overexpanded credit is thus 
checked at the source. 

There has been some apprehension that under the new law an 
attempt was to be made to restore the old practice and to favor the 
use of indorsed bills receivable as against simple promissory notes. 
For the reason stated, this seems to me to be an undesirable change 
and one which would inevitably tend toward undue expansion of 
credit. However, if the practice of obtaining credit by discounting 
indorsed bills receivable is to take precedence over the use of promis- 
sory notes, and the latter instrument is to be gradually abandoned, 
the work of the commercial paper house will consist of buying and 
selling indorsed bills receivable instead of promissory notes. This 
will in no way affect its general function. 

Aside from any change in the character of the loans dealt in by 
the commercial paper house, it is quite evident that its method of 
operation will be affected in many ways. I shall not attempt to 
trace the gradual changes as the law is put into effect step by step, 
but rather shall consider conditions after the law is in full swing 
and operation. 

In considering the relation of the new law to the commercial 
paper house, it is well to notice briefly the features which more par- 
ticularly affect the paper-buying ability of banks. The first of these 
is the smaller reserve required. After the three-year interim 
allowed for the gradual shifting of reserves, the reserve requirements 
for country banks will have been reduced from 15 per cent to 12 per 
cent; for reserve city banks, from 25 per cent to 15 per cent; and for 
central reserve banks from 25 per cent to 18 per cent on all demand 
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deposits; and the reserve required against time deposits will be 5 
per cent in each case. It will be noticed that under the new act a 
sharp distinction in reserve requirements is made as between time 
and demand deposits, only 5 per cent being required on time 
deposits, whereas under the old act the same reserve was required 
against time as against demand deposits. 

The second important feature is the fact that reserves must be 
kept in a bank’s own vaults or in the Federal Reserve Bank of its 
district. Deposits by country banks in reserve or central reserve 
cities, and deposits made with central reserve cities by banks 
located in reserve cities will no longer be counted as part of the 
depositing bank’s reserve. 

The third feature is the discontinuance of the use by country 
banks of reserve and central reserve banks as their collecting agents, 
and, it is hoped, the eventual discontinuance, in large measure, of 
the whole practice of banks using other banks for this purpose. 
Under the new act, banks will deposit items drawn on banks in their 
own district directly with the Federal Reserve Bank, and such items 
will thus automatically become a part of their reserve, the Federal 
Reserve Bank in turn charging them up to the member bank on 
which they are drawn. While no provision has yet been made for 
Federal Reserve Banks to receive items on member banks of another 
district, it is believed that such an arrangement will eventually 
be completed. 

The fourth and most important of all these features is the 
rediscounting function of the Federal Reserve Bank. The new act 
provides that 
upon the indorsement of any of its member banks . . . . any federal reserve 
bank may discount notes, drafts, and bills of exchange arising out of actual 
commercial transactions; that is, notes, drafts, and bills of exchange issued or 


drawn for agricultural, industrial, or commercial purposes, or the proceeds of 
which have been used or are to be used for such purposes. 


Heretofore, in the older and more thickly populated districts of the 
United States, it has been the exception rather than the rule for 
good banks to rediscount paper, and the fact that they never have 
rediscounted has been a matter of pride with many banks. Espe- 
cially has this been true of banks in reserve and central reserve cities, 
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which have disliked exceedingly to show an item of rediscount on 
their published statement; but with an official government sanction 
on this procedure, rediscounting will become a perfectly normal 
incident of the banking business. 

Let us now consider the effect of the new law on the country 
bank. It is apparent that the decrease in legal reserve, in itself, 
necessarily means larger resources available for loans. The increase 
in loanable funds will be even greater than the amount represented 
by the percentage of reduction in the reserve actually required, 
because under the present system conservative banking practice 
has necessitated the maintaining of reserves in excess of the legal 
requirements. Under our present system, the limits of credit 
allowed to borrowing banks, other credit requirements being satis- 
fied, are in a large measure determined by the amount of their 
average balances in reserve and central reserve cities. As a result 
many country banks are compelled to keep large balances with their 
reserve city correspondents at certain seasons, as a compensation 
for the rediscounting accommodations which they are compelled to 
seek of these correspondent banks during other seasons of the year 
when their local demand is strong, as, for instance, during the crop- 
moving period. Under the operation of the new law, the necessity 
for these balances will have been obviated, because the Federal 
Reserve Bank will rediscount for its member banks in proportion to 
their legitimate needs rather than in proportion to the amount of 
their balance. 

Country banks have also carried large balances with reserve and 
central reserve banks in order to get favorable terms on collections, 
the larger balance compensating the city bank for the trouble and 
expense of collecting. The Federal Reserve Bank will now act as 
a clearing-house and will accept for immediate credit checks on other 
member banks and drafts on other Federal Reserve Banks at par. 

Many country banks have heretofore carried a large balance 
with reserve and central reserve banks as a general measure of 
prudence in order to be prepared for emergencies. They will not 
feel the same necessity under the new law because they will know 
that in an emergency they can immediately rediscount at the 
Federal Reserve Bank. 
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It is apparent from all this that the country banks will have a 
much larger volume of loanable funds than at present, and will pur- 
chase commercial paper even more extensively than now. 

Furthermore, commercial paper is likely to supplant certain less 
liquid forms of investment now held by country banks. Many 
banks which carry a large amount of loans secured by stock 
exchange collateral, which will be ineligible for rediscount, will find 
it advisable to carry a larger proportion of convertible paper. 
Many of them in the past have carried bonds as an investment on 
the theory that they are always marketable. While it is true that 
there is always a market for high-grade bonds, it has usually been 
the case that at times when such banks have had to realize on their 
bonds the rates on money have been high and the price of bonds 
correspondingly low. This experience has proved costly to many 
banks. But if a bank should buy paper even during a period of 
very cheap money and should be obliged to rediscount it during a 
period of very high money, the loss would be inconsequential, since 
the paper would have only a short time to run. 

The effect of the new act on the city bank is more difficult to 
determine. It is evident, however, that just as in the case of the 
country bank its loaning power will increase to the extent that its 
legal reserve requirements are decreased. It will also have an 
increased loaning power, from the fact that it will be able to include 
in its reserve a large amount of funds which are now not available 
for that purpose. This has particular reference to so-called 
“‘transit items’—that is, checks drawn on out-of-town banks for 
which the depositor has received credit, but which the receiving 
bank is obliged to send out for collection. In the ordinary course 
of business several days elapse before returns are received on these 
items, and the bank holding them is not allowed in the meantime 
to treat them as part of its reserve. In the case of large Chicago 
banks, these so-called “transit items’? amount to many millions of 
dollars. Under the new act the bank will deposit such items with 
the Regional Federal Reserve, where they will be counted as part 
of its reserve. 

The loaning power of banks in reserve cities will also be increased 
to the extent that the banks will no longer find it necessary to keep 
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balances with other banks to obtain collection service. City banks 
now have large funds tied up in deposits with each other. The 
Federal Reserve Banks will collect and remit for member banks, 
thus eliminating the necessity for such deposits. 

These increases of loaning power, however, will be more than 
offset by decreased loaning power as a result of probable withdrawal 
of country deposits. In our consideration of the effect of the new 
act upon country banks, we have fully set out the reasons why 
country balances will be greatly diminished. This decrease of 
country deposits will undoubtedly come about very gradually, 
however, and there will always be a considerable quantity of such 
deposits. It will take the country banker some time to accustom 
himself to the lower reserves permitted by the new act, and instead 
of keeping these surplus reserves with the Federal Reserve Bank he 
will naturally keep them in the city bank, because he will thus get 
interest on them. Moreover, many country banks will want some 
service from their city correspondent not obtainable from the 
Federal Reserve Banks, such as the taking of surplus lines of their 
customers without indorsement, the supplying of general credit 
information, the assistance of the city bank in the investment of 
their funds, and other incidental services. To obtain such service 
some deposits will be maintained. 

It is generally true of city banks doing a commercial business 
that their direct loans to customers exceed their loanable funds 
derived from their own capital and their individual deposits. This 
will probably be true, even with the decreased reserves required 
under the new act. The deposits by country banks have served to 
provide the necessary funds. It follows that a substantial reduc- 
tion in country balances must be followed by a large reduction in 
loans. This will be accomplished in one or more of the following 
ways, or more probably by all of the following ways: (1) the con- 
traction of loans to customers, (2) the cessation of purchases of 
commercial paper, (3) rediscounting with the Federal Reserve 
Bank. 

The net result of ail this is that city banks which have heretofore 
been large purchasers of commercial paper will have little or no 
surplus funds to invest in the purchase of commercial paper; in 
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fact, commercial paper houses will probably have to extend larger 
lines of credit to their customers to offset the decreased lines 
obtainable at the banks. It is evident, however, that the total 
loanable funds of the entire country will be substantially increased, 
so that the decreased city demand for paper must be more than 
offset by the increased country buying of paper. It is thus quite 
apparent that the commercial paper houses will have to take 
cognizance of the country banks as furnishing the real market for 
open market purchases, and they will have to organize their work 
accordingly. 

It is also likely that the act will open a new field for the com- 
mercial paper house—namely, that of dealing in bank rediscounts. 
The rate of discount in different Federal Reserve Banks will differ 
according to the demand for money in each particular district. 
For example, it is quite probable that at some seasons of the year 
the discount rate of the Federal Reserve Bank serving the banks in 
Texas might be 6 per cent, while that of the Federal Reserve Bank 
in Chicago would be only 4 per cent. It would be entirely within 
the province of the commercial paper house to rediscount paper 
bearing the indorsement of Texas banks at a rate slightly below the 
rate fixed by the Federal Reserve Bank of the Texas district, and 
place this paper with banks in Illinois. It would simply be another 
opportunity for the broker to exercise his function of acting as a 
medium between borrower and lender, and thus tending to lessen 
the disparity in rates. 

It is evident from the foregoing that there will be a largely 
increased supply of loanable funds. There is nothing in the act, 
however, to create any new or unusual demand for funds, so that 
it is a fair conclusion that the effect of the new act will be to lower 
rates of interest in general, and particularly rates on commercial 
paper. 

On the whole, the general work of the commercial paper house 
will require very little change to accommodate itself to the new law. 
Credit investigation will be the same, and methods of marketing 
paper will remain substantially as at present. The only important 
change that will follow will be in the location and distribution of 
the market for absorbing the paper. Ropert C. SCHAFFNER 

Cuicaco, Itt. 





CONSTITUTIONAL RESTRICTIONS ON 
MUNICIPAL DEBT 


This paper is concerned with a criticism of the present con- 
stitutional restrictions on municipal’ indebtedness in the United 
States. These restrictions may be summarized as follows: 

First: Municipalities generally are forbidden to subsidize 
private capital. There are many exceptions to this rule, however, 
of which Wisconsin and Iowa may be cited as examples. The 
states having constitutions adopted more recently, as, for instance, 
Wyoming, South Dakota, North Dakota, Oklahoma, New Mexico, 
and Arizona, all prohibit such subsidies. 

Second: The amount of debt which may be contracted is gener- 
ally limited to a definite percentage of the assessed value of property 
within the districts in question. 

Third: A maximum period of years is usually named in the con- 
stitutions beyond which debts are not allowed to run. 

Fourth: A referendum vote is required for the contraction of 
long-time or bonded debt. 

Fifth: A direct tax is required to be levied at the time the 
bonded debt is incurred, and at each succeeding year thereafter to 
pay the interest as it accrues and the principal at maturity. 

Sixth: Money borrowed for certain purposes is not counted 
in computing the constitutional indebtedness. 

Seventh: A definite limit extended beyond the ordinary one 
is frequently allowed for certain classes of debt which are supposed 
to carry with them no financial burden because of the revenue- 
bearing capacity of the properties for which the money is used. 

Let us discuss these various constitutional limitations as to 
their purpose and adequacy. 

Municipal corporations are in essence of a twofold character. 
From one point of view they are administrative units, in so far as 
they are agents of the state; from another point of view they are 

* The term municipality is here used to include all the minor political units of 
the states, such as counties, towns, cities, school districts, drainage districts, etc. 

365 





366 JOURNAL OF POLITICAL ECONOMY 


business units, in so far as they are created to provide local necessi- 
ties and conveniences. The former characteristic is illustrated by 
the county units which are created primarily to aid the state in 
administering justice, in promoting education, etc. They have a 
direct and almost exclusive reference to the general policy of the 
state, and serve as agents through which this policy may be carried 
out. The latter characteristic is illustrated in street-paving, in drain 
and sewer construction, in sewage disposal, and in the general busi- 
ness functions of cities. Thus, while a city is an arm of the state, 
in the administration of law, for instance, it is, at the same time, 
and is becoming more and more so, a business unit through which 
its stockholders—the public—are served. From this point of view 
a city should be regarded as subject to many of the same laws of 
finance as a private corporation. The same standards of service 
must be furnished, and, ceteris paribus, at the same cost to the con- 
sumers. Capital must be supplied and replaced when worn out, 
extensions and improvements made, depreciation provided for, 
and the properties kept up as producing units. What cities need 
from the state is power to carry on local government; what they 
should do is in large measure to be determined by those alone con- 
cerned acting in the capacity of a corporate unit. The responsibili- 
ties of effecting a desired end should rest with the appropriate 
officials, and the execution of the policies determined be according 
to approved business and economic principles. The accepted 
functions of political units constantly change, and the regulations 
governing their activities must be formulated in the light of this fact. 
A hard-and-fast, an a priori philosophy of the relations of the 
state to its minor units, as well as of the relations of the latter to 
commercial and industrial enterprises, is bound to be archaic 
almost as soon as it is formulated. State control over local finance 
is necessary—the patrimony of both is in large measure identical. 
But to be effective, it must be dynamic and elastic, and these quali- 
ties our present constitutional restrictions do not possess. 

There are no valid objections to the constitutional prohibitions, 
now almost universal among the states, against municipalities 
lending their credit to and subscribing to the stock of private corpo- 
rations. The era of timidity and scarcity of private capital is passed, 
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and subsidies in the form of public aid are no longer necessary to 
attract and promote legitimate private enterprises. The market 
for private securities, through the perfection of exchanges, is now 
so vast and the supply of capital so responsive to the demand that 
requisite funds are readily collected for enterprises of distinct 
benefit to industrial growth or supremacy. Such restrictions, being 
essentially a matter of policy, and requiring no technical or extended 
definition, and not involving questions of technique and adminis- 
trative excellence, may conveniently be placed in the fundamental 
law as settled for an indefinite period. Conditions calling for a 
reversal of public opinion will not frequently arise, and if they do, 
the changes demanded may likewise be incorporated in the con- 
stitutions. The other restrictions require extended and detailed 
treatment. 

Municipal credit ultimately rests upon the taxing power. 
Resources of municipalities, except for the few properties which 
are revenue-bearing, lie in the value of private property subject 
to taxation. Taxes become a first lien upon this value, and it is 
to this that the creditor looks for the satisfaction of his claims. 
But values for tax purposes, in the United States, are assessed 
values—a certain percentage of the capitalized market value—and, 
to guard against undue taxation, constitution-makers have expressed 
the amount of debt permissible to a municipality as a certain per- 
centage of this assessed value. The determining consideration in 
fixing the debt limit has been the amount of debt and not the need 
or desirability of a policy of deficit financiering. But these two 
aspects of this question, although confused even today in our 
latest constitutions, are nevertheless quite dissimilar, and should 
be discussed separately. 

The general property tax is distinctively American, and was 
common among the states at an early date. This tax, although 
possessed of some points of value, when properties are simple 
and tangible, is now discredited and generally considered a failure. 
With its weaknesses as a system of taxation we are not concerned, 
but the difficulties involved in its assessment are pertinent to our 
inquiry. These, when approached from the point of view of 
public borrowing, present new and interesting problems. 
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Constitutional restrictions based upon the assessed value of 
property are imposed to prevent public credit from being abused. 
But if property is under-assessed, the use of credit, even when a 
policy of deficit financiering is justified, is prevented, in proportion 
to the degree of under-assessment and despite the fact that the 
debt limit, measured in terms of actual property value, in reality 
has not been reached. Limitations on the use of debt must 
serve, among other purposes, (1) to prevent undue or extortionate 
taxation, and (2) to express the relative proportions in which tax 
burdens should be divided between the present and the future tax- 
payers. The total burden which taxpayers must bear will approxi- 
mately be equal from one tax period to another, but the proportions 
in which it is divided, as between current revenues and debt obliga- 
tions, must of necessity vary with each change of policy adopted and 
with each new project undertaken. To make the borrowing power 
a certain percentage of the assessed value of property answers only 
half of the problem, and this part in an unscientific manner. 
Borrowing is a necessary financial device for public corporations 
toemploy. It is liable to abuse, however, and needs to be regulated, 
but regulation must not be made dependent upon the willingness or 
ability of local assessors to evaluate property correctly or uniformly. 

The difficulties involved in such a scheme of regulation, in so 
far as the assessment of property—the measure of permissible 
debt—is concerned, are excellently illustrated in the experience 
of cities and other local divisions in Wisconsin and other states. 
The constitution of Wisconsin gives counties the privilege to borrow 
to the extent of 5 per cent of their assessed value, according to’ the 
last preceding assessment for state and county purposes. Sup- 
posing this limit to be reasonable, let us see to what extent its 
effectiveness is negatived by the assessment of the general property 
tax of the state. The average ratio of assessed to true value of 
property in Richland County for the five years ending 1909 was 
48.36 per cent. The similar ratios for the same period for the 
adjoining counties, viz., Vernon, Crawford, Sauk, Iowa, and 
Grant, were, respectively, 55.18 per cent, 51.34 per cent, 53.79 per 
cent, 51.00 per cent, and 65.14 per cent; that is, the borrowing 
power computed in terms of borrowing capacity—true value—was 
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from 3 per cent to 17 per cent higher for the last-named counties 
than for Richland. The variations of the ratios of assessed to 
true value for all the counties of the state, 1905-9 inclusive, are indi- 
cated by the following frequency classification :* 


Ratio of Assessed to True Value 
Per Cent 


Number of Counties 

2 30.00 to 39.99 

17 40.00 to 49.99 

32 50.00 to 59.99 

14 60.00 to 69.99 

6 70.00 to 79.99 
Interpreted in terms of power to borrow, these results give the 
counties with an assessed value of 70.00 to 79.99 per cent of their 
true value practically double the borrowing power of those with 
assessed values from 40.00 to 49.99 per cent. The question is 
not whether counties should borrow 5 per cent or nothing at all; 
it is whether assessed value of property is a satisfactory basis 

upon which to measure borrowing capacity. 

The same sort of analysis may be extended to cities in Wiscon- 
sin. The constitution gives to the cities a 5 per cent borrowing 
power and bases it upon the assessed value of property within 
their limits. The average ratio of assessed to true value of the 
property in Washburn City, Bayfield County, for the five-year 
period 1905-9 inclusive, was 97.72 per cent. The corresponding 
percentage for Beaver Dam City, Dodge County, was 44.72 per 
cent. The chief cities in Dodge County, for the same period, 
show the following percentages of assessed to true value of property: 
Beaver Dam, 44.72 per cent; Waupun, 68.21 per cent; Mayville, 
44.62 per cent; Horicon, 63.16 per cent; Juneau, 55.92 per cent; 
and Watertown (the part in Dodge County), 50.39 percent. These 
figures are probably more nearly uniform and nearer to true value 
than are the corresponding figures in most other states, yet they 
forcibly prove that assessed value of property is an imperfect 
basis upon which to compute borrowing capacity. 

Inasmuch as this measure is common among the states, let 
us still extend our analysis to cities outside of Wisconsin. Table I 


These figures were compiled from the records of the Wisconsin State Tax Com- 
mission, and were arrived at on the basis of bona fide sales. 
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shows the ratios of assessed to true value of real property in the 
158 cities of the United States with populations over 30,000 
in 1908. This table indicates that the same variations in the 
assessment are found in the larger cities—cities where the use of 
borrowed funds is absolutely necessary and where there is con- 
stant effort to expand the limit. Sometimes resort is had to con- 
stitutional amendment. The recent experience of New York 


TABLE I 


SHOWING THE Ratios or ASSESSED TO TRUE VALUE OF REAL PROPERTY IN CITIES 
OF THE UNITED STATES WITH POPULATION OVER 30,000 IN 1908 
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City is a case in point. Often the courts are appealed to, to hold 
that this or that is outside the legal limit. Even out-and-out 
evasion is not considered bad taste when circumstances seem to 
warrant, and when the political ring is in command. Chicago 
furnishes an excellent example of the effect of the assessment of 
property upon the amount of debt that may be contracted. The 
legal debt limit is 5 per cent of the assessed value of property. 
But property is assessed at about 15 per cent of its true value, and 
notwithstanding this city has half of the population of New York, 
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it has but “one-eleventh of the gross indebtedness and about one- 
fifteenth of its assessed value ’* The smallness of the debt 
of the city of Chicago is directly attributable to the “extremely 
low assessment.’” 

Under-assessment and variation in assessment are common to 
all tax jurisdictions. The iniquities of the general property tax 
are extended to the domain of public borrowing, and discrimination 
between localities similarly situated, with similar needs and with 
equal ability to satisfy them, is thus inevitable. Control and regu- 
lation are conditioned upon the success or failure of our local tax 
officials in the assessment of a tax no longer suited to our complex 
industrial life and our varied classes of properties. Such a scheme 
of control is not only unscientific but absolutely indefensible. It 
permits an increase in the amount of debt and a decrease in the 
proportion of taxes by the simple device of increasing the assessed 
value and lowering the tax rate. Such a thing is more than 
speculation. It has been practiced time and time again.‘ But 
even if it should never be resorted to the possibility of so doing 
and the incentive to do so are always present. Thus, the raison 
d@’étre of regulation—the guaranty of equality between the present 
and the future taxpayers—is completely negatived. 


tD. F. Wilcox, Schriften des Vereins fiir Social politik, CX XIII, 176. 
*D. F. Wilcox, The American City, p. 393. 


3 The ratios of assessed to true value for 472 cities, towns, villages, and school 
districts, chosen at random from all parts of the United States, are as follows: 
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These data were collected from the C. 7 7 ial Chronicle, State and City Supplement, 
1909. 

4See references to the practice in New York City in 1903, and in Philadelphia, 
@ year or two later, in State and Local Taxation, Second International Conference, 
1909, p. 537. See also E. P. Allinson and Boise Penrose, Philadelphia: A History of 
Municipal Development (Philadelphia, 1888), pp. 276-77. 
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Moreover, this scheme of regulation presupposes that the needs 
of a city, town, county, or other municipal corporation for bor- 
rowed funds are proportional to the value of property. This 
is not necessarily true. An increase in the value of city property 
is due, primarily, to growth in population, to improvements 
made, to the perfection of industrial processes, and to the compe- 
tition for advantageous situations, etc. But the need of a par- 
ticular locality for borrowed funds may be due to the failure of 
private initiative to satisfy collective wants, to a desire to increase 
the general welfare by methods the expense of which cannot and 
ought not to be added to the tax rate, to certain effects of the 
complexity of social conditions, to the age of the community, to 
the enterprise shown in making improvements, etc., causes any one 
or all of which may have nothing directly to do with the increased 
value of property. Increase in the value of property does indicate 
ability to bear tax burdens, but it does not explain the amount of 
burden which should be borne by the present generation by current 
tax levy, or by future generations in the form of long-term indebted- 
ness. The amount of funds acquired by the use of public credit is 
related to the value of property, but only indirectly. The direct 
relationship is between this and the total contribution, and it is this 
fact which is lost sight of in any scheme which relates debt solely to 
the assessed value of property. 

It would certainly be wrong to contend that the amount of 
public debt incurred bears no relation to the value of property. 
To the public creditor debt is almost solely related to it, since, 
in most communities, the only source of public credit is taxable 
wealth. But to say that the necessary regulation of public bor- 
rowing is accomplished when debt equivalent to a certain percentage 
of the value of taxable property is allowed, is equally incorrect. 
Borrewing involves far more than the amount of debt. To the 
taxpayer it involves the purpose of debt, payment of debt, equaliza- 
tion of burdens between the present and the future, economical 
and efficient use of the amounts borrowed, etc. The amount must 
be reasonable and suited to the economic and political needs of 
the public corporation employing it. Like taxes, since both are 
levies upon private income, it must find its justification in the 
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results arising out of its utilization. What is demanded is a 
reasonable return for a given outlay; and the financial means best 
adapted, when all interests are considered, should receive the 
support of the taxpayer. 

Another important objection may be made to the assessed 
value of property as an adequate basis upon which to compute debt. 
In the assessment of property for the purposes of taxation, that 
owned by public corporations is not placed upon the tax rolls, and 
so we have the interesting anomaly of corporations with the most 
property having the least borrowing power. But, it is said, the 
major part of such property is non-revenue-bearing, and cannot, 
therefore, support public credit; and that debt contracted for 
revenue-bearing properties is, in most constitutions, outside of 
the debt limit. This is conceded, but concerning the latter phase 
of the contention more will be said later on. The foundation of 
credit in public economy is the taxing power. Taxes in the United 
States are computed upon the assessed valuation of property, but 
the real source of credit—the willingness to endure taxation—has 
little relation to this assessing expedient. The assessment can be 
low, high, or indifferently made, and this of itself have little con- 
nection with the people’s willingness to contribute. The point 
insisted upon is that the willingness to pay taxes and to support 
credit is antecedent and the method of acquiring the contribution 
subsequent. But the constitutional requirements consider only 
private property. The value attached to public property is 
ignored because it is non-revenue-bearing, even though its existence 
does indicate an ability and a willingness to pay, and therefore does 
support credit. 

Indeed, property such as public buildings, bridges, street 
improvements, sewerage plants, parks, etc., although they yield 
no net return and are a heavy drain upon the taxes, are precisely 
the things which, as works of utility, convenience, and ornamenta- 
tion, add to the value of private holdings, and serve as additional 
security upon which credit may rest." One would hardly claim 
that the presence of 212 parcels of land and other property, includ- 


*See Maurice Muhleman, “Municipal Bonds and Municipal Credit,’’ Bankers’ 
Law Journal, August, 1911, p. 642. 
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ing churches, schools, hospitals, lodges, etc., with an approximate 
value of $3,000,000, together with the university grounds and 
buildings, all of which are tax exempt, do not materially affect 
the credit of Madison, Wisconsin, as a borrowing unit. And yet 
all these factors, so vital in the determination of the rate of 
interest at which municipalities can borrow, are totally ignored 
by the requirement which bases debt solely upon the assessed value 
of property. 

Instances are not unheard of where city property has been sold 
to satisfy debt obligation. It represents an accumulated fund, and 
one upon which a city can realize in the case of approaching bank- 
ruptcy. Property shows an ability to pay; the taxes levied and the 
permanent properties acquired as a result of expenditure are evi- 
dences of a willingness to pay, and it is the latter which supports 
credit because taxes are levied by those who actually make the con- 
tributions. This is not a tremendously important matter, in the 
smaller cities, because the value of municipal properties, except in 
comparatively few instances, would not, if added to the assessment 
of private property, materially affect their borrowing power. The 
point is mentioned in this connection only because it seems funda- 
mentally unsound to make borrowing power for public corporations 
inversely proportional to the value of property owned, while in 
private corporations, with which public corporations are often 
brought into competition, and by the standards of which municipal 
enterprise is often judged, borrowing is, other things being equal, 
directly proportional to property. 

When municipalities are viewed as administrative areas alone, 
as aids in carrying out a central policy, it is conceivable that some 
definite limit should be placed on the amount of income that should 
be devoted to public uses. But when they are viewed as corpora- 
tions created to insure to their members the conveniences and 
necessities of local government it is submitted that there is no 
standard except that of results which shows the amount of private 
income that should be diverted into public channels. The end is 
always the most economic satisfaction of wants. Some wants are 
public, others are private, and the shifting of them from the one 

* Madison City Assessor in the Wisconsin State Journal, Madison, January 18, 
Igtt. 
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category to the other makes difficult any a priori determination of 
the amounts to be appropriated by taxation or acquired by borrow- 
ing. The amount of debt that a community should incur is not 
an arbitrary percentage of an ill-defined assessment, but that 
part of the total burden the people are willing to shoulder which 
justly and economically cannot be assimilated to the taxing ma- 
chinery. There is no danger in debt, per se—the danger lies in 
the failure to pay debt. And here again the constitutional limita- 
tions are open to criticism. This leads to a consideration of the 
time which a public debt should be allowed to run. 

The justification of incurring long-time indebtedness is to 
equalize the burden of public expenditure between the present 
and the future taxpayer. Some expenditures are necessary from 
which the chief benefits are realized in the future, or which endure 
through a period of time, and it is only just that those who receive 
the benefits should bear the expense. This equalization can be 
effected by making the duration of loans approximately equiva- 
lent to the life of the properties acquired. That debts should be 
paid is recognized in the maturing periods placed in our consti- 
tutions. But unfortunately the laws which provide for the use 
of the borrowing power far too frequently extend the periods to the 
maxima named in the constitutions. These periods are almost 
always taken advantage of by city officials, who, through inexperi- 
ence in handling loans, or through choice, put off the day of settle- 
ment as long as possible. Milwaukee, Wisconsin, issues all her 
bonds for 20-year periods, and among such issues are Bath bonds, 
Bridge bonds, Viaduct bonds, City Hall bonds, Docking and 
Dredging bonds, Emergency Hospital bonds, Fire Department 
bonds, Park bonds, Refunding bonds, etc.’ St. Paul, Minnesota, 
with an outstanding debt of $9,040,000 on January 1, 1909, showed 
82 distinct issues of bonds, all running 30 years. Among these 
were Workhouse bonds, Building bonds, Park bonds, Macadamizing 
bonds, Court House bonds, Sewer Connection bonds, etc. Of the 
130 different cities of the United States with population over 30,000 
in 1908, which issued bonds in that year, the average period in 16 
cities was less than 10 years; in 65 cities, 10 to 22 years; in 36 

* Annual Report of the City Comptroller, 1909, pp. 28 ff. 

? Annual Report of the City Comptroller, January 1, 1909. 
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cities, 22 to 31 years; and in 13 cities, 31 to 51 years. But 16 per 
cent of all the periods were between 10 and 13 years; 18 per cent 
between 19 and 22 years; and 19 per cent between 28 and 31 years.’ 
So long as the duration of loans is pushed to the limit set in the 
constitution, or allowed to concentrate upon the even numbers, 
as 10, 20, and 30 years; and so long as half of the outstanding debt 
of our 158 largest cities matures after a period of 20 years, there is 
no evidence of any conscious attempt to suit the period of debt 
payment to the life of properties acquired. Again, the constitu- 
tional restriction fails to indicate the proper solution of this phase 
of public debt. 

The problems involved in the determination of the proper 
periods for debt contracts are economic, and each demands specific 
attention. This is not a question of policy suitable for consti- 
tutional statement. There is no general rule that all debts should 
be paid within a specified number of years. Debts should be paid. 
This is an accepted canon of public finance; when they should be 
paid can be determined only after an analysis of the life or utility of 
each property, and after general social policy and the most approved 
experience in the solution of such problems have been given due 
consideration. 

The constitutional requirement that a direct annual tax be 
levied at the time a loan is made, and each year thereafter, sufficient 
to pay the interest as it accrues and the principal at maturity, is 
common to constitutional municipal debt limits. This measure 
of safety is to insure against perpetual debt, and to serve as a pro- 
tection for future taxpayers. Time was when public credit was 
based upon the accumulation and continuance of such a fund. 
Now, however, public credit almost invariably rests upon the taxing 
power, and the actual presence of sinking funds plays little or no 
part in its determination. The constitutional and legislative 
requirements that these be provided do not insure their maintenance. 
An annual tax may be levied in good faith, but a fund may never 
materialize. Indeed, today, if a fund is accumulated, it does not 
serve as a guaranty against further taxation for the purpose for 
which it is accumulated, but rather is uniformly considered by the 

* Statistics of Cities with Population over 30,000 in 1908, Washington, D.C.; data 
taken from Table XXXVI. 
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courts as an offset to debt obligation, in the determination of con- 
stitutional indebtedness, thereby extending the debt limit by the 
amount accumulated. One thing is certain, the taxpayer fre- 
quently finds little protection in the accumulation of such “funds.” 

Many important questions are involved in overlapping political 
jurisdictions borrowing under general blanket provisions of the 
state constitutions. Ordinarily these documents extend to all 
independent political corporations the power to borrow money. 
Thus, the amount of indebtedness which a particular people may be 
called upon to endure depends wholly upon the disposition of the 
legislatures to create such units. Nebraska and South Carolina 
limit the total amount of debt that may be incurred by such over- 
lapping jurisdictions. It is surprising that so many of the consti- 
tutions confuse the fiction of independent corporations with the 
facts of local finance. The device so artfully conceived of in the 
period of state and municipal aid to railroads, whereby the people 
in one capacity assumed responsibilities and expenses which they 
refused in another, is still being operated under our latest constitu- 
tions. There is no reason why all political units should not be 
accorded the privilege of borrowing money if there is sufficient 
justification for its use, but there is likewise no reason why all 
corporations should enjoy this privilege to an almost unlimited 
and uncontrolled extent, merely because they happened to be 
termed by the legislatures “independent.’* If the purposes for 
which a corporation within a city, for instance, wishes to borrow 
are municipal, there are no economic reasons why the debt should 
not be termed municipal and be charged to the service of govern- 
ment in that district. Many, if not the majority of the so-called 
“independent” corporations are purely administrative districts 
created either to carry out the policies of states or to subdivide the 
functions and expedite the administrations of cities.» The debts 
incurred fall upon the taxpayers generally and the burdens they 

* See James M. Gray, Limitations of the Taxing Power, p. 1110, for a statement of 
the rulings of the court in this matter. 

* The following independent districts having borrowing power are found in cities 
ofjthe United States with population over 30,000 in 1908: School districts in 72 cities; 
Park districts in 5 cities; Sanitary districts in 2 cities; Poor district in 1 city; Bridge 
district in 1 city; Water district in 1 city; and District for Police in 1 city (Statistics 
of Cities with Population over 30,000 in 1908, p. 22). 
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impose should be charged against the taxpayers whether residing in 
corporations independent or otherwise. But the courts do not so 
interpret these provisions.‘ ‘Without wholly denying the legis- 
lative power in the creation of subordinate governmental agencies,” 
it would be impossible for the courts to arrest the evils arising from 
the conflict of jurisdictions. Nor should they be called upon to 
formulate and enforce a correct principle. The difficulties lie in 
the failure of constitution-makers to square political philosophy 
with actual facts. Borrowing power ought not to come to every 
political corporation as by birthright. It need not accompany 
the taxing power at all. When it is conferred, however, it should 
be adequate to the purposes at hand. Whether a particular 
service is done by one administrative unit or by another is impor- 
tant only in so far as economy and efficiency are involved. Under 
the present constitutional limitations what is or is not local debt 
must always remain indefinite because the distinction is affected 
by a mass of uncertainties and by dissimilar laws, and its deter- 
mination depends in large part upon the attitude of the courts in 
deciding the legal questions involved. 

There is another grave defect in our present constitutional 
restrictions on local indebtedness. Certain forms of debt, as 
loans made in anticipation of taxes to be collected, and debt for 
certain specified purposes, as for providing water, sewage disposal, 
etc., are often omitted from the legal limit. Let us consider these 
practices in the order named. 

The purpose of temporary indebtedness, or temporary loans, 
is to bridge over the period from one tax collection to another. 

t In Wilson v. Board of Trustees, 27 N.E. Rep. 203, a sanitary district is allowed 
independent borrowing powers under Art. IX, sec. 12, of the constitution of Illinois. 
In Wilson v. The Board of Education, et al., 81 N.W. Rep. 952 (S.D.), a city debt is not 
counted in the determination of a debt limit of a school district, although the district 
is wholly within the limits of the city. Conversely, in Vallelly v. Board of Park Com- 
missioners, 111 N.W. Rep. 615 (N.D.), 1907, school district indebtedness is not 
counted in the determination of the debt of the city, although the city wholly includes 
the district. See also National Life Insurance Company v. Mead, 133 S.D. 37; Kenne- 
bec Water District v. City of Waterville, 52 Atl. Rep. 774, 1902; see also the interesting 
interpretation of the New York constitution in 32 N.E. 622. Other cases bearing on 


this general question are: Todd v. City of Laurens, 26 S.E. 682, S.C., 1897; Wilcoxen 
v. City of Bluffton, 54 N.E. 110, Ind.; Board of Education v. Bitting, 9 N.M. 588. 


2 Gray, op. cit., p. IIIO. 
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Expenditure is a continuous process; taxes are collected ordinarily 
but once a year, and the income and outgo of money cannot readily 
be adjusted to each other. Temporary loans, therefore, are 
resorted to." They are frequently justified on the ground that it is 
cheaper to borrow for current expenditure during the year, and to 
pay the amount contracted at the end of the year out of taxes, than 
to deposit the taxes in banks with interest at the current rate, 
because the interest received will be less than the value of the taxes 
to the taxpayers during the year. Such loans, because theoreti- 
cally offset by taxes to be collected, are ordinarily not computed 
in determining constitutional debts. Taxes are offset, for the mo- 
ment, as it were, but these loans represent in most municipalities a 
constantly recurring item, the interest of which is not offset? but 
operates with the same pressure as do the interest charges on 
funded debt. If the purposes of debt restrictions are only to pro- 
hibit the deferment of taxes, then temporary loans may be com- 
puted as outside of the debt limit, providing they are paid at 
maturity and are not issued in amounts exceeding the revenues 
actually collected and against which they are issued.4 But if their 
purpose is to protect the taxpayer against undue and burdensome 
taxation, then temporary loans are clearly within the debt limit, 
for the oppression lies in the permanent interest charge which they 
entail, and this of course must be made up from the taxes collected. 

New York City is completely converted to the use of temporary 
loans, prefers them to any scheme involving half-yearly or quarterly 


* How far a city may anticipate its taxes so as to expend them in advance of their 
collection is often before the court. The taxes must have been actually “levied,” 
Law et al. v. The People ex rel., 87 Ill. 385, 399; also Fenton v. Blair, 11 Utah 78. On 
the general question see Bankers’ Magazine (New York), XXX, 946. On the prac- 
tice in New York City of indulging in temporary loans, see Annals of the American 
Academy, Vol. LXI (1912), in which Mr. William A. Prendergast, city comptroller, 
criticizes the old method and outlines the present plan followed in collecting adequate 
funds to tide the city over from one tax collection period to the next. 

2New York Advisory Commission on Taxation and Finance, 1908, pp. 34-35, 
Lawson Purdy, secretary. 

3 Concerning the interest on such loans in Massachusetts see Statistics of Municipal 
Finances, 1907, p. XXxvi. 

4See Report of the New York Advisory Commission on Taxation and Finance, 1908, 
for an account of the practice of New York at that time in making such loans in excess 
of the taxes collected. 
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tax payments, and issued during January, February, March, April, 
May, 1910, the following amounts respectively: $12,223,325; 
$18,323,600; $9,343,000; $21,396,440, and $31,828,231. Of the 
total gross outstanding debt of the 158 largest cities of the United 
States in 1908, 9.3 per cent was for temporary loans, revenue loans, 
and outstanding warrants.’ In the 33 cities in Massachusetts with 
population over 5,000 in 1907, the proportion of temporary loans 
to total outstanding debt of all kinds constituted 3.7 per cent; 
while of the total interest payments for all debt the proportion 
occasioned by temporary loans constituted 6.1 per cent. In the 
case of the 65 towns of the same state with population over 5,000 
in the same year, the proportion of temporary loans to total 
outstanding debt of all kinds constituted 8.1 per cent; while of 
the total interest payments, the proportion for temporary loans 
equaled 12.5 per cent. These figures show that the interest pay- 
ments for temporary loans for cities and towns of Massachusetts 
form one-eighth to one-sixteenth of the total. Of what significance 
is the fact that 91.8 per cent of the loans incurred by the towns of 
the above state, and 92.1 per cent of the loans incurred by the cities 
of the same state are paid during the year, if, as soon as canceled, 
they are again negotiated? The principal appears and disappears, 
but the interest is a continuous item and it is this which constitutes 
the drain upon the taxpayer. Even in the field of temporary 
debt there are many problems which call for careful consideration 
in spite of the present constitutional restrictions and limitations. 

It was noted above, for further discussion, that it is usual 
to count as outside the constitutional debt limit debts for pur- 
poses which are ostensibly revenue-bearing. Surrounded by the 
safeguards specified in the constitutions of New York‘ and 


2 Commercial and Financial Chronicle, XC, 126, 392, 649, 1000, 1255, 1508. 

2 Statistics of Cities with Population over 30,000 in 1908, p. 244. 

3 Statistics of Municipal Finances, 1907, pp. 62, 65, 186, 191. 

4 Indebtedness contracted for the following purposes falls outside of the consti- 
tutional debt limit: ‘‘For a public improvement owned or to be owned by the city 
which yields to the city current net revenue, after making any necessary allowances 
for repairs and maintenance, for which the city is liable in excess of the interest on 
said debt and of the annual instalments necessary for its amortization, may be 
excluded in ascertaining the power of said city to become otherwise indebted, provided 
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Virginia,’ some of the objections to this practice lose their weight. 
The objectionable thing consists in allowing a municipality to omit 
this debt from the constitutional limit and at the same time sell its 
bonds upon the security of the taxing power. True, the debt to 
be thus omitted in the cases of New York and Virginia must be paid 
from the revenues realized, but whether success or failure attends 
the venture the creditor has the taxing power to fall back upon. 
If the utility or service supplied is of such a nature as legitimately to 
make the debt contracted for it not a burden upon the taxes, con- 
sistency would demand that the debt be guaranteed by the proper- 
ties themselves, or their earning power. The creditor is fully 
protected, but the debtor, the taxpayer as distinct from the con- 
sumer, may be imposed upon in case of failure, for the debt is still 
the legal obligation of the municipality. 

Our general conclusions may be summarized as follows: 

1. The prohibitions against municipalities lending their credit to 
or subscribing to the stock of private corporations seems justified, 
and might well be made universal and absolute. 

2. The assessed value of property as a basis upon which to gauge 
the amount of debt that is permissible for municipalities to incur 


that a sinking fund for its amortization shall have been established and maintained 
and that the indebtedness shall not be so excluded during any period of time when the 
revenue aforesaid shall not be sufficient to equal the said interest and amortization 
instalments, and except further that any indebtedness heretofore incurred by the city 
of New York for any rapid transit or dock investments may be so excluded proportion- 
ally to the extent to which the current net revenue received by said city therefrom 
shall meet the interest and amortization instalments therefor, provided that any 
increase in the debt-incurring power of the city of New York which shall result from the 
exclusion of debts heretofore incurred shall be available only for the acquisition or con- 
struction of properties to be used for rapid transit or dock purposes.”—Constitution 
of New York, 1894, as amended 1909, Art. VIII, sec. 10. 


The provision of the Virginia constitution declares that the exemption from the 
debt limit shall apply only so long as the municipal plants for supplying water, etc., 
succeed in producing sufficient revenue to pay the cost of operation and administration, 
“including interest on bonds issued therefor, and the cost of insurance against loss 
by injury to persons or property, and an annual amount to be covered into a sinking 
fund sufficient to pay, at or before maturity, all bonds issued on account of said under- 
taking,” and all “bonds outstanding shall be included in determining the limitation 
of the power to incur indebtedness unless the principal and interest thereof be made 
payable exclusively from the receipts of the undertaking.”—Constitution of Virginia, 
1902, sec, 1270. 
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is open to criticism (a) because the assessment of property is 
imperfectly made, thus allowing discrimination between political 
units similarly situated and similarly able to borrow; (6) because 
borrowing may be and is indulged in too freely by increasing the 
assessment, and taxes used too sparingly by lowering the tax 
rate; (c) because such regulations make the meed for borrowed 
funds proportional to the value of property; and (d) because no 
account is taken of valuable city properties not found on the tax 
rolls, which nevertheless actively support public credit. 

3. In fixing the borrowing power of municipalities at a stated 
percentage of the assessed value of property, a proper definite 
ratio of public to private income is presupposed, and the constantly 
increasing public needs are therefore not provided for without a con- 
stant revision of the percentage. Constitutional amendments are 
difficult to get, and even when secured they meet only the needs 
of a particular time and place and are unsuited for general applica- 
tion. 

4. The possibility of issuing bonds to run the maximum periods 
named in the constitutions is eagerly taken advantage of, and as a 
result much of the debt issued violates the canon of taxation which 
requires that the burdens of taxation be as equitably distributed 
between the present and the future taxpayers as the nature of the 
services growing out of their utilization will admit. 

5. The grant of borrowing privileges to all independent corpora- 
tions necessarily results in an overlapping of tax areas, and in an 
undue extension of debt. 

6. The omission of temporary loans from the debt limit seems 
unwarranted, as does also the omission of debt for certain pur- 
poses supposed to be revenue-bearing, when the bonds issued 
therefor are secured by the general taxing power rather than by 
the properties themselves or their earning capacity. 

While the constitutional restrictions on local indebtedness are 
open to severe criticism, they are by no means devoid of some 
virtues. They were imposed for the most part in a time of undue 
speculation and abuse of public credit, and at least had the salutary 
effect of protecting many municipalities from bankruptcy. But 
the causes which produced them in the main no longer exist, and 
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there are only the slightest chances of their recurring. Some of 
the causes of abuse still remain, such as the corruption that attends 
municipal administration, but these have endured in spite of the 
restrictions. Municipal debt has grown under the restrictions, 
and will continue to grow. City life and development are depend- 
ent upon its utilization, and its legitimacy as a companion to 
direct taxation is acknowledged by all. Grants of aid to private 
capital are rapidly being supplanted by expenditures involving 
competition with private capital in furnishing service. The ques- 
tion, therefore, is how borrowing can be utilized legitimately, 
and expenditures of public funds regulated adequately, so as to 
guarantee a maximum of service for a given outlay, and not, how 
local debt can be most effectively suppressed by rigid constitu- 
tional restrictions. The question at base is administrative and 
not constitutional. 
Horace SECRIST 
NORTHWESTERN UNIVERSITY 
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FINANCING OF FARMS IN SASKATCHEWAN 


Some instructive information relative to financing of farms in the 
Prairie Provinces of the Canadian West is submitted in the report of 
the Royal Commission Appointed by the Government of Saskatchewan 
to Inquire into Ways and Means for Establishing Agricultural Credit. 
The report recognizes ‘‘a great need of cheaper credit, based on sound 
security, spread over a considerable term of years, applied to assist 
mixed farming and to improve the lot of the average farmer on a half 
section.” 

The Commission issued under date of January 28, 1913, appointing 
Messrs. John H. Haslam, Charles A. Dunning, and Edward H. Oliver, 
the latter professor of history and economics in the University of Sas- 
katchewan, to investigate the whole question of agricultural credit in 
relation to the needs and limitations of Saskatchewan conditions. The 
inquiry was divided into two tasks: (1) an examination of conditions 
within the province and (2) an investigation into methods for supplying 
agricultural credit in Europe and elsewhere. On account of the early 
departure to Europe of the United States Commission charged with a 
similar investigation, the Saskatchewan Commission found it necessary 
to undertake the second task before the first. For the work outside the 
province, it was decided that Mr. Dunning, together with Mr. A. F. 
Mantle, deputy minister of agriculture for Saskatchewan, who acted as 
honorary secretary of the Commission, should investigate, in Great 
Britain and to some extent on the Continent, the question of possible 
sources of supply of money. Chairman Haslam and Professor Oliver, 
meanwhile, studied the rural credit systems of Europe. In this they 
were associated with the American Commission on Co-operation and 
Agricultural Credit, Mr. Haslam being made a vice-chairman of the 
Section on Distribution, and Mr. Oliver a vice-chairman of the Section 
on Finance or Credit. The examination into provincial conditions 
was made at a series of public sittings held in Saskatchewan during 
August last. Mortgages and personal loans were the subjects of most 
consideration. 

384 
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It was found that during the fifteen months ended August 15, 1913, 
there were no less than 1,723 sale and mortgage proceedings under mort- 
gages in Saskatchewan." 

Probably not less than 2 per cent of the farmers of Saskatchewan were 
subjected to these proceedings under the conditions that obtained in this 
period. Of the mortgages in connection with these proceedings 150, or 8.7 
per cent, bore an interest rate less than 8 per cent. But 435, or over 25 per 
cent, bore an interest rate higher than 8 per cent; 261, or over 15 per cent, 
a rate of 10 per cent or higher; 35, a rate of 12 per cent or higher; and 3, a rate 
of 15 per cent. And these mortgages were placed at these rates before the 
present upward trend in interest rates occurred. 


The Commission reported that the 
interest payments on mortgage loans are usually met the year they fall due, 
payments are seldom pressed for, and renewal of the mortgage is made easy. 
In fact the present system of payments seems designed to render renewal 
necessary and debt perpetual. With the final payment so large the borrower 
can seldom meet it out of the current year’s income. The mortgage is not only 
renewed; the amount of the loan is very frequently increased. 

These features of our mortgage system are reprehensible. The mortgage 
is not calculated to develop business habits nor promptness. It is a document 
that places the farmer, from the beginning, in an impossible situation. It 
holds out to him the prospect of confronting a payment which he can never 
hope to meet. Under the guise of a short-term mortgage there actually exists 
a system of long-term mortgages, but with this difference, that the farmer is 
compelled to renew every five years or lose his farm should he fail to meet 
the mortgage. 


Purposes for which loans on mortgages are granted are summarized 
thus: 

1. To consolidate past debts. 

2. For machinery. In this matter there has been considerable over- 
stocking, due, as one farmer stated, to the “science of salesmanship.” 

3. For stock. 

4. For building and general equipment. 

5. To provide working capital. 

6. To buy more land. 

7. To “finance trips East’’ or similar purposes. 


In a few cases loan companies will supply funds up to 50 per cent of 
their own valuation of the property. Trust companies are prohibited, 
by law, from advancing more than that amount. In the majority of 
cases, only about 30 per cent of the valuation of the property is granted. 


* These returns probably are not quite complete. 
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In judging the Canadian banking system as it affects Saskatchewan, 
the Commission considered not only the complaints against the banks, 
but, as well, the services which they have rendered. The summary 
is as follows: 

1. Services rendered by the banks: 

a) Until recently they have in general afforded an abundance of credit. 

b) They have pushed out into the smaller places and granted credit facili- 
ties when the amount of business to be secured immediately did not yield a 
profit. 

c) They have exerted an educative influence upon the business habits of 
the community and inculcated the virtue of promptness. 

2. Complaints against the banks: 

a) They have frequently sought to dominate the policy of those businesses 
to which they have advanced credit. 

6) They have sought rather to pay dividends and to support expensive 
edifices than to afford credit to customers at reasonable rates. 

c) They are not controlled within the province and in a time of stress 
when credit facilities are most required, the banks withdraw them from the 
western provinces. 

d) Their charges for transferring funds are unreasonably high. 

e) The rate of interest on loans is unnecessarily large. 

f) The interest allowed on deposits is too low. 

g) Their sympathies lie with the commercial rather than with the agri- 
cultural class. 


Relative to interest rates charged by the banks, the Commission 
says: 

The most striking feature in connection with banking rates of interest in 
this province is not that they have been high, although they have been high, 
but that they have been so different in various parts of the province. In 
Regina, Moose Jaw, Saskatoon, and the older and more closely settled parts 
of the province, where the competition among banks is keen, loans have been 
made to farmers this summer at 8 per cent. In other districts, good farming 
districts, like Fillmore or Kindersley for instance, the rate has been regularly 
9 percent. The Commission has scores of cases brought to its attention where 
the rate was 10 per cent and in some instances even 12 per cent. In districts 
like Tisdale, Battleford, Radisson, and Shellbrook, there has been nothing less 
than 10 per cent. In this matter farmers of the province have fared better 
at the hands of the banks during the recent stringency than have many of our 
urban population at the hands of individuals who had money to loan. The 
Commission has encountered no farmer’s loan where on amounts greater than 
$100 the nominal rate has been higher than 12 per cent, although the Commis- 
sion is in possession of notes where the minimum charge of $1 amounts to as 
much as 18} per cent. 
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From the findings of the inquiry there is no doubt that the largest 
item in the indebtedness of Saskatchewan farmers is the amount which 
is due to mortgage companies. This amount is placed at $65,000,000 
as a conservative estimate. For the next largest amount, implement 
companies are responsible. From evidence submitted confidentially 
to the Commission by only a limited number of branch offices, it is 
certain that the total indebtedness of farmers to merely six branch offices 
is $15,106,726.68. It is not improbable that at present between $35,- 
000,000 and $40,000,000 is outstanding for machinery. The amount 
owing on agreements of sale for land is very considerable. To one com- 
pany the farmers of this province owe $5,770,000 and to another, $3,622,- 
920.45. The amount due for pre-emptions, for horses, for store credit, 
lumber, bank credit, and for miscellaneous debts, together with that due 
for the purchase of land, is not less than $50,000,000. The farmers of 
Saskatchewan are paying interest on at least $150,000,000. If this is 
the case, then their agricultural credit is costing them $12,000,000 
annually. The saving of only 1 per cent in interest would mean the 
saving to the farming industry of over $1,500,000 per year. If farmers 
could secure money at a rate as much as 2 per cent cheaper than at 
present they could, by making their payments on the amortization plan, 
discharge their total indebtedness in about twenty-four years’ time by 
simply continuing to pay what they are now paying for interest. 

The average indebtedness of Saskatchewan farmers is, perhaps, 
$1,500. The average farm of the province consists of about 295 acres. 
Thus the indebtedness of the farmers is slightly in excess of $5 per acre 
of land under occupation at the present time. 

Turning to its constructive task, the Commission observes that 
whether the development of better credit is sought through institutions 
strictly co-operative, strictly governmental, or partly co-operative and 
partly governmental, three principles ought to be applied: (1) that 
loans be provided to farmers only upon unquestioned security and for 
approved agricultural productive or improvement purposes only; (2) 
that provision be made for repayment upon the amortization plan; 
(3) that the aim should be to render a service to the borrower and not to 
secure a profit to the institution. 

Its recommendations look to the creation under provincial govern- 
ment auspices of a Saskatchewan Co-operative Farm Mortgage Asso- 
ciation with local associations in affiliation, the central body to raise 
funds as desired by issuance of mortgage bonds, fully guaranteed by 
the Saskatchewan government. It is further proposed that mortgage 
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loans be extended to farmers, who are members of the association, on 
an amortization basis, to cover a period of not less than fifteen years 
and not more than thirty-five years, such loans to be limited in amount 
to 40 per cent of the central commission’s valuation of the property to 
be mortgaged, and the rate of interest to cover only the actual cost 
of granting the loan and not provide any profit. The liability of the 
individual member, under the scheme, is limited to 150 per cent of the 
amount of his loan. The report also contemplates establishment, as 
soon as possible, under control of the Co-operative Farm Mortgage Asso- 
ciation, of a bank for personal credit, in accordance with the provisions 
of the Canadian Bank Act, with headquarters within the province 
of Saskatchewan. The scheme is now under consideration by the 
provincial government. 
S. Roy WEAVER 
TORONTO, ONT. 


WASHINGTON NOTES 
REPORT ON WATER CARRIERS 


One of the most complete discussions of shipping conditions of recent 
years has just been issued by the House of Representatives Committee 
on Merchant Marine and Fisheries as Volume IV of its Proceedings, 
the volume being a “report on steamship agreements and affiliations 
in the American foreign and domestic trade.” The document comprises 
459 pages and is a very complete review of facts, many of which were 
not heretofore readily available, while some have been entirely inacces- 
sible. It appears that the steamship companies, during the investiga- 
tion of the winter of 1912-13, finally came to the conclusion that their 
best policy lay in the adoption of a system of absolute frankness, includ- 
ing the filing of most of their pooling agreements with the committee. 
While the report goes in very great detail into the mechanics of the 
steamship business and its organization, the chief interest is found in 
the conclusions arrived at with respect to methods of control of com- 
petition. What has been learned on that point as to domestic trade 
may be summarized somewhat as follows: 

1. Control through acquisition of water lines: (a) direct railroad “ 
ownership and operation of such lines; () railroad ownership through 
subsidiaries; (c) control by lease; (d) ownership of vessel lines by other 
vessel lines; (e) joint control of water lines by railroads; (/) control of 
one water carrier over another or of a railroad over a water carrier; 
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(g) community of interest through stockholders; (h) railroad control 
of competing lines through the ownership of a forwarding company, 
thereby throwing water companies back upon local business; (7) owner- 
ship of exclusive terminal facilities; (j) ownership of carriers by pro- 
ducing and trading companies. 

2. Control through agreement or understanding: (a) agreements 
between water lines to divide territory or on fixed rates; (0) traffic 
associations; (c) requirement of unanimous consent of existing members 
in traffic associations prior to admission of outside line; (d) agreements 
not to charter or sell vessels to certain lines or for specified purposes. 

3. Control through special practices: (a) intentional injury to or 
production of inefficiency in a water carrier after control of it has been 
obtained; (6) chartering of space on competing water lines, such space 
not being used while other shippers are deprived of it; (c) control of 
terminal facilities to the disadvantage of competitors; (d) ownership 
of available water frontage without use of it; (e) extreme cutting of 
rates; (f) manipulation of rates so as to destroy the economy and use 
of a water route; (g) establishment of contracts between water lines 
and shippers whereby rebates are granted if such shippers send their 
entire product by a single line, the object being to drive independent 
lines out of business; (4) undue raising of marine insurance rates to 
independent lines in order to compel them to charge higher transporta- 
tion rates; (7) allowance of a limited amount of freight by combinations 
to competing lines with the understanding that this freight will be with- 
drawn if the competition is made troublesome; (j) diversion of bulk 
traffic by special allowances for milling or manufacturing in transit; 
(k) grant of special access to docks to preferred water carriers, others 
being refused; (/) refusal by railroads to issue through bills of lading 
except to favored lines; (m) establishment of exceptionally high rates 
for rail haul on commodities that have come part way by vessel but 
must be shipped over a short section of railway at the end of haul. Some 
other minor methods of competition are mentioned but these are the 
chief that have been developed in the course of the inquiry. 

With regard to foreign trade conditions, the committee finds that 
the methods employed for the control of competition are about as 
follows: 

1. Effecting an agreement or understanding with reference to the 
rates charged, including (a) fixed rate agreements, (6) minimum rate 
agreements, (c) differential rate agreements, (d) domination of one line 
by another. 
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2. Apportioning the traffic by allotting the ports from or to which 
sailings are to take place. 

3- Apportioning the traffic by restricting the number of sailings of 
each line. 

4. Limiting the volume of freight which certain lines may carry. 

5- Pooling the freight receipts from all or a portion of the cargo. 

6. Agreements between steamship conferences in special cases. 

7. Requirements that lines deposit a specified sum as a guaranty of 
good faith, such sums to be forfeited if the depositing line renders any 
assistance to a non-conference line. 

Among the methods of meeting competition of lines outside of the 
various conferences the committee recognizes: 

1. The deferred rebate system. 

2. The use of “fighting ships,’ for the purpose of making special- 
rate cuts and driving out independent lines. 

3. Contracts with shippers, including (a) joint contracts made by 
the conference as a whole, (5) contracts made by the individual members 
of the conference, (c) contracts with large shippers for all of the bulk 
of their freight. 

4. Agreements with railroads relative to the character of the steam- 
ship service from the various ports. 

All this does not necessarily mean that the committee believes the 
pools and agreements to have been injurious in all cases; on the contrary 
it sees in them certain improvements in stability of rates and greater 
regularity of sailings. However, it recommends certain changes of law, 
among them the following: 

1. In foreign trade: 

a) That concerns engaged in foreign trade be brought under the 
control of the Interstate Commerce Commission. 

6) That all agreements be filed with the Commission. 

c) That the Commission be authorized to investigate complaints 
charging unreasonableness of water rates. 

d) That rebating of freights be made illegal. 

e) That the Interstate Commerce Commission be allowed to initiate 
investigations of its own into the business of water carriers. 

f) That the use of “fighting ships” and deferred rebates be prohibited. 

g) That adequate penalties be provided for the abuses referred to. 

2. In domestic trade: 

a) That the Interstate Commerce Commission be given full juris- 
diction over water carriers. 
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b) That water carriers be required to file with the Commission all 
agreements affecting interstate transportation. 

c) That rebates and discriminations between shippers be forbidden. 

d) That the Commission be given power to make investigations on 
its own responsibility with reference to domestic water carriers. 

e) That various railroad practices designed to injure water carriers 
be prohibited, and that the issue of through bills of lading to water 
carriers be required. 

f) That railroads be compelled to make their terminal facilities 
available to water carriers on equal terms. 

g) That provision be made for equal treatment for all shippers and 
water carriers by transfer and lighterage concerns when forming a link 
in interstate or foreign commerce. 

h) That all interstate traffic on canals be brought within the juris- 
diction of the Interstate Commerce Commission. 

It is not believed likely that any action will be had upon the elaborate 
and far-reaching provisions of this report at the current session of Con- 
gress, or probably until there has been much more extensive and 
thorough consideration of its terms. A good many of the points 
recommended certainly will not be acted upon at all in the near future. 
Others are likely to receive careful attention at no distant day. 


GOVERNMENT OWNERSHIP IN ALASKA 


In signing the Alaska railroad bill on March 12, President Wilson 
has taken the final step committing the government to an elaborate 
experiment in public ownership and operation of railroads. This 
measure, now a law, provides that the President through “officers, 
agents, or agencies of his own selection,” including such as he may detail 
from the engineer corps of the army and navy, may locate “a route or 
routes for a line or lines of standard-gauge railroad” not to exceed 1,000 
miles ‘“‘so located as to connect one or more of the open Pacific harbors 
on the southern coast of Alaska with the navigable waters in the interior 
of Alaska and with a coal field or fields yielding coal sufficient in quantity 
or quality for naval use, so as best to aid in the development of the agri- 
cultural and mineral or other resources of Alaska and the settlement 
of public lands therein.”” The President is also to purchase all equip- 
ment for the construction and operation of the railroads, build docks, 
wharves, and terminal facilities, fix and change rates of transportation 
with the aid of the Interstate Commerce Commission, and employ all 
officers and men needed for the operation of the road. The President 





392 JOURNAL OF POLITICAL ECONOMY 


may, however, lease the railroad and the telegraph and telephone lines 
accompanying it for a period of twenty years after completion; he may 
condemn other property or purchase it as he sees fit, whenever he deems 
best. The power could not be more inclusive and absolute in reference 
to the subject over which it is to be exercised. In order to supply 
means for the scheme, an issue of $35,000,000 of 3 per cent bonds, 
redeemable after ten years and payable thirty years from date, is author- 
ized, while $1,000,000 is immediately set aside for first expenses, this 
amount, however, to be a part of the $35,000,000. By means of a “rail- 
way redemption fund,” into which are to be paid the net earnings of 
the railroad and 50 per cent of all moneys derived from the sale of public 
lands in Alaska, provision is made for a resource to pay the interest on 
the bonds and to supply the cash for their ultimate redemption as needed. 

The Alaska railroad bill is of particular interest apart from the fact 
that it provides for government ownership and probably government 
operation of a railway, inasmuch as it is only one phase of a large policy. 
The next element in that policy is the creation of an “Alaska develop- 
ment board”? whose function would be that of controlling and caring 
for all public lands in Alaska, including actual agricultural land, mining 
resources, and practically everything else except the mere matter of 
transportation which is by the new bill brought under the oversight 
and control of the Interstate Commerce Commission acting with the 
President. When the enormous extent of Alaska and its undeveloped 
resources is considered, it is seen that the foundation has been laid for 
a gigantic enterprise of government ownership and exploitation, very 
much greater in its probable scope than is indicated by the transporta- 
tion phases of the scheme. It is now definitely planned to employ in the 
construction the machinery used on the Panama Canal, and probably 
such elements of the personnel of the Canal enterprise as appear to be 
available for the work. The operation is under the general jurisdiction 
of Secretary Lane of the Department of the Interior, who has already 
undertaken the preliminary task of selecting engineers and other sub- 
ordinates for the conduct of the work. The official announcement is 
that progress in construction will be hastened as rapidly as may be, as 
preliminary surveys have indicated approximately where the line should 
be located. 


TELEGRAPH AND TELEPHONE PROSPECTS 


The continued growth and increasing strength of the movement 
for government control of telegraph and telephone services in the United 
States is most impressively illustrated in the activity of the Post-Office 
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Department in preparing and publishing data in support of its position 
on that subject. The latest, and one of the most thorough, treatments 
of the situation that have been put out by the department is found in a 
document issued under date of February 13, but just made available, 
entitled ‘Government Ownership of Electrical Means of Communica- 
tion” (S.Doc. 399, 63d Cong., 2d sess.). In this document is given the 
result of a lengthy investigation into conditions of government owner- 
ship of these two services, accompanied by a theoretical consideration 
of the conditions prevailing today in the United States. With reference 
to the government acquisition of the telegraph the Postmaster-General 
says: 

Under government control, the postal service of our country has prospered, 
expanded, and developed to its present high state of working and economical 
efficiency, adopting, in the course of its growth, practically every means of 
transmitting intelligence, except electricity. The service has gone hand in 
hand with the advance guard of civilization The United States alone 
of the leading nations has left to private enterprise the ownership and opera- 
tion of the telegraph and telephone facilities. 


In dealing with the telephone question the letter says: 

It is needless here to enter into the manifold advantages and benefits that 
would accrue to the people from a universal telephone service . . . . as it 
has done with the mails, it is the duty of the government to make this facility 
available to all of its citizens without discrimination. 


Inasmuch, however, as the investigating committee intrusted with 
the study of the subject by the Postmaster-General found that the cost 
to the government would be enormous were it to attempt to take over 
the whole telegraph and telephone network of the country, the committee 
makes the following concrete recommendation: 

Your committee has reached the conclusion that the only way to afford 
to the people the complete and modern postal facilities that the Constitution 
makes it the duty of the government to provide is to put into effect the following 
recommendations: 

1. That Congress declare a government monopoly over all telegraph, 
telephone, and radio communication and such other means for the transmission 
of intelligence as may hereafter develop. 

2. That Congress acquire by purchase at this time at appraised value the 
commercial telephone network, except the farmer lines. 

3. That Congress authorize the Postmaster-General to issue, at his dis- 
cretion and under such regulations as he may prescribe, revocable licenses 
for the operation, by private individuals, associations, companies, and cor- 
porations, of the telegraph service and such parts of the telephone service as 
may not be acquired by the government. 
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The results of the investigation give probably a better condensed 
survey of the situation in regard to the use of the telegraph and tele- 
phone in various countries than has thus far been made available in 
other documents. One of the interesting statistical comparisons pre- 
sented relates to the relative use of the telephone and telegraph during 
recent years. In the decade 1900-1910 with an increase of about 18 
per cent in population there was an increase in average daily telephone 
connections of 287 per cent, while the increase in the number of tele- 
graph messages was only 18 per cent, local business being almost entirely 
lost by the telegraph companies to the telephone concerns. Even in 
the long-distance communication the trend seems to be in favor of the 
telephone and against the telegraph. 


INSURANCE AS “COMMERCE” 


An important decision affecting controverted points relative to 
insurance has been handed down by the Supreme Court of the United 
States in the case of New York Life Insurance Co. v. Deer Lodge County, 
Montana. The main burden of the decision is to the effect that insurance 
is not interstate commerce. Some time ago legislation was adopted 
in Montana under which all insurance corporations were required to 
pay a specified tax each year upon the excess of premiums (after deduct- 


ing losses and regular expenses) within the state. This legislation was 
attacked by the New York Life Insurance Co. as repugnant to the con- 
stitutional provisions relating to interstate commerce. The New York 
Life authorities had no difficulty in showing that all their business was 
transacted through agents who received their instructions by mail or 
telegraph from New York City, that place being also the depository of 
the company’s funds as well as the point at which loans were determined 
upon and from which the amount of the loans was sent forward. Inas- 
much as the company never had local headquarters in Montana it was 
claimed that Montana’s tax was therefore a tax on interstate commerce, 
the character of the business as described in detail being commercial 
in character and certainly passing between the several states. In 
handing down a decision contrary to the view that insurance is inter- 
state commerce, the Supreme Court now goes back to the early position 
taken more than one hundred years ago in Paul v. Virginia where the 
court held that there was nothing in the nature of insurance to warrant 
its being considered commerce, the making of an insurance contract 
being simply incidental to commercial relationships and having nothing 
necessarily to do with commerce as such. On the other hand, the Deer 
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Lodge decision declines to regard the fact that policies of insurance may 
be made use of for the purpose of negotiating loans as a good ground 
for endowing them with a commercial character in law. Thus the effort 
of the insurance companies to emancipate themselves from state control 
is again checked by the Supreme Court of the United States, notwith- 
standing that the judges apparently recognize the injury done to existing 
insurance systems as a result of differences of policy among the several 
states. It has been believed by some of the larger insurance concerns 
that a time had arrived when government control, which has been 
carried so far in other directions, might also be applied by the federal 
authorities to insurance, thereby enabling them to feel a greater degree 
of certainty with reference to the regulations and restrictions with which 
they must comply in transacting business. This latest decision has 
practically rendered such expectations nugatory for a good while to 
come. 
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Government Ownership of Railways. By SAMUEL O. DuNN. New 
York: D. Appleton & Co., 1913. 8vo, pp. viit400. $1.50 
net. 

The recent swift change in public opinion on the question of govern- 
ment activities is hardly less than revolutionary. If the change rests on 
conviction, on a careful examination of the problems involved, there need 
perhaps be no alarm. But if it is due to an uninformed optimism, or 
the easy philosophy of imitation, or a sort of “weary fatalism,” to use 
the expression of a recent brilliant essayist, which accepts “any present 
tendency as a fatal force which it is useless if not wrong to curb,” then 
it is a matter of concern, and we may well agree with Mr. Dunn that 
the question of government versus private ownership ought now, before 
it becomes a partisan question, to be receiving serious attention. 

Mr. Dunn’s new book is a helpful essay in this direction. After 
a survey of existing relations between the railways and the state in the 
commercial nations, he shows in a chapter on the ‘“‘Causes of Govern- 
ment Ownership” that the conditions, economic and political, which 
have led to public control elsewhere, such as lack of capital and initiative, 
military necessity and the like, do not exist here. If there are reasons 
for acquiring the roads in this country they differ from those which have 
led other countries to that policy. Are there such? 

Combining in an admirable way the deductive and the inductive 
method, the author examines the arguments most persistently urged 
for government ownership. In the matter of capital cost he agrees that 
under present conditions the government would in the United States be 
able to supply capital at a saving of perhaps 120 millions a year as 
compared with dividend and interest payments by the companies. This 
estimate is based on a purchase price of 16 billions and 3} per cent 
bonds floated at par. But the saving would be reduced if the purchase 
price were greater than 16 billions, as it probably would be, and a slight 
advance in the interest rate might easily wipe out the saving. Never- 
theless under present conditions, the lower cost of capital due to a high 
public credit resting on the taxing power is admitted as an argument 
of some weight for government ownership. It is pointed out, however, 
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that the cost of capital to private companies may be reduced if tax- 
payers are willing to take the risks of the business by guaranteeing a 
return on railroad investments. 

In a chapter on the “Condition of Labor,” full of shrewd observa- 
tion and keen analysis, the conclusion is reached that on the whole there 
is reason for the working-man’s belief that conditions of employment 
would be improved under public management. Wages would prob- 
ably be higher and the amount of labor done would probably be less 
than under private control. If railway labor is not now getting as high 
relative wages as labor in other industries, the readjustment would be a 
social gain. But there is no reason for supposing that the advance in 
wages would stop with such readjustment, if indeed there be one to 
make. In some respects the condition of labor would be worse under 
government management, for capable men at least. Appointments and 
promotions are now as a rule made according to merit; under govern- 
ment control they would be made, if not for political reasons, then by 
some hard-and-fast rule, such as seniority or the passing of civil service 
examinations. The man of capacity would be the loser by such a policy, 
as would also the service. While agreeing to the general soundness of 
the author’s argument, one may observe in this connection that differ- 
ences in respect to labor conditions under the two systems of control are 
tending to become less marked. Unnecessary additions to the labor 
force may be made under private control as is shown by recent train- 
crew legislation; arbitration boards seem likely to award wage increases 
pari passu with the rising cost of living regardless of the effect on net 
earnings; the large salaries of the higher officials, the supposed sine 
qua non of successful railway management—a condition that democracies, 
it is often said, will not meet—may yet under private control have to be 
shrunk to something like democratic standards. , For two public boards 
at least have recently, while making awards, looked askance at the 
salary list, and salaries may be expected to be taken into account in future 
inquiries into the rate advances. 

Turning to relative efficiency under the two systems, Mr. Dunn finds 
for private management. Public management, it is admitted, would 
make possible many economies. The item of advertising, for example, 
now about $8,500,000 for American roads, could be largely saved and the 
item of $20,000,000 for soliciting could be eliminated entirely. Consoli- 
dation would make possible a reduction in terminal and office expenses 
in large cities, as also in the list of officials, though experience in demo- 
cratic communities discloses little disposition to economize in this way. 
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On the other hand, it is notable how far the economies of consolidation 
have already been brought about by the development of our great 
systems and by extensive standardization. The savings, it is argued, 
would be slight compared with the probable waste from making un- 
profitable extensions and improvements, from heavy increases in the 
cost of labor, and from less efficient management. 

Perhaps the most vital chapters in the book are those which deal 
with rate-making and the adjustment of rates. Fewer unfair discrimina- 
tions are to be expected under state control; but there seems no justi- 
fiable hope that they would be lower; or that the passenger service would 
be made to pay its due proportion of the expenses; or that the rates 
would be adjusted so as to bring about the fullest all-around develop- 
ment of the country; for “state railways tend to put their domestic 
rates on a rigid distance basis, which interferes with the development of 
a large traffic, prevents the freest industrial and commercial competition, 
and builds up local monopolies or quasi-monopolies. But here again 
it is to be remarked that the distinction between private and public 
ownership tends to grow less striking. Public rate-making authorities 
seem more and more inclined to preserve geographical advantages by 
establishing distance tariffs and to circumscribe the power of the com- 
panies to develop long-distance traffic. 

Even those who do not agree with the conclusions reached by Mr. 
Dunn will be impressed by the candor with which he approaches his 
study. No one appreciates more fully than he the difficulties of com- 
paring railway statistics in countries having such varied conditions as 
those from which he draws his illustrations. He gives warning of these 
difficulties at every turn, and deals with both the theoretical and the 
statistical aspects of the very complex problem as a student rather than 
as an advocate. 

There are many who might agree with each important step in the 
argument and yet disagree with the author in his final judgment against 
public ownership; for one important phase of the problem is not dis- 
cussed. It may be true that present rates on private roads compare 
favorably with those on public roads; but what of the future? The 
decision in the Minnesota rate case has eliminated some of the extrava- 
gant claims of the railroads for a high valuation of their property; but 
the cost-of-reproduction theory still persists and if it is finally accepted 
by the courts there seems little likelihood that the fall in rates which 
might normally be expected on public roads with an increasing density 
of traffic will ever come. If the basis for charges is automatically to 
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increase whenever there is an increase in wages, of prices of materials, 
of lawyers’ fees, or, above all, of the value of land along the right of way, 
on the theory that it would cost more to construct the road if it were to 
be rebuilt; if favorably situated roads, built at a low cost, are to continue 
indefinitely to wax fat as rent-takers, because of the necessity of allowing 
them to charge the same rates as their less favorably situated competitors, 
an increasing number of thoughtful persons will accept the view sug- 
gested by Commissioner Lane in the Advances in Rates—Western Case 
of 1911, “that it will be wise for the government to protect its people 
by taking to itself these properties at present value rather than wait 
the day, perhaps thirty or fifty years hence, when they will have multi- 


plied in value ten- or twenty-fold.” 


GEoRGE O. VIRTUE 
UNIVERSITY OF NEBRASKA 


Money-Changing; An Introduction to Foreign Exchange. By HARTLEY 
Wituers. New York: E. P. Dutton & Co., 1913. 12mo, pp. 
viii+183. $1.75. 

In this little volume on the foreign exchanges Mr. Withers has added 
another to his popular treatises on finance. The book is an outgrowth 
of a series of lectures recently delivered before the English Institute of 
Bankers. It is written in a style so very readable that the exchanges lose 
much of the “appalling awesomeness’”’ that has always surrounded the 
subject. In general scope and aim the book is comparable to Escher’s 
Elements of Foreign Exchange and Clare’s A BC of the Foreign Exchanges. 
While it is a more usable volume than Clare’s it is perhaps less adequate 
than Escher’s book for the purposes of collegiate instruction. Though 
more entertaining than the Elements of Foreign Exchange, it is hardly as 
well adapted for scientific study. Margraff’s International Exchange, 
while unfortunately marred by heaviness of style, is much superior to 
Money-Changing as a scientific and comprehensive treatment of the 
subject. 

The book covers, in nine chapters, the factors involved in interna- 
tional payments, the rates of exchange, commercial and finance bills, 
and the discount and bullion markets. The author’s treatment of com- 
mercial letters of credit and finance bills appears to the reviewer par- 
ticularly good. He makes a point of important bearing on the theory 
of international trade in relation to changes of price levels when he 
shows that finance bills are the immediate means of balancing interna- 
tional payments. “It must be remembered that, since the price of 





400 JOURNAL OF POLITICAL ECONOMY 


credit is a much smaller item in the calculations of a merchant or manu- 
facturer than in those of a financier who is flying kites, the effect of 
money rates on international trade is much slower than on international 
financing” (p. 144). The point is also clearly brought out that gold 
shipments may take place at varying rates—in other words, that 
gold points vary within certain limits, and that gold will be shipped 
whenever any dealer can figure a slight profit in doing so. 
Overemphasis is doubtless placed on the unique position of London as 
a free market for gold. The author takes Mr. Escher to task as being 
better as an American than as an economist in holding that the market 
for gold in the United States is peculiarly free. Mr. Withers appar- 
ently feels that the lack of direct redeemability of our silver and silver 
certificates in gold constitutes a very grave situation and in practice 
seriously restricts the market for gold. Perhaps Mr. Escher would 
find in this comment evidence that Mr. Withers is a good Englishman. 
H. G. Mouton 


UNIVERSITY OF CHICAGO 


Concentration and Control. By CHARLES R. VANHIsE. New York: 
Macmillan, 1912. 8vo, pp. xiii+288. $2.00 net. 


When this volume, then fresh from the press, was confided to the 
reviewer, the national political party conventions were yet to be held, 
and declarations of policy toward the trust problem were expected from 
each of them. The book had been hurried to publication that it might 
be of influence at the time. But the one party which definitely welcomed 
its doctrines was defeated, and a very different program of trust regula- 
tion is on its way to enactment. The book now stands merely as a clear- 
cut exposition of the views of the opposition. 

Yet, after making every allowance for the fact that it was thrown 
together hurriedly, the book cannot be given high rank. It lacks the 
qualities of restrained judgment and discriminating analysis that one 
expects from a writer of President Van Hise’s scientific achievements. 
The words “concentration” and “co-operation” are used in euphemistic 
fashion to cover a multitude of things. Under the head of the “economic 
advantages of concentration,” the various advantages that have been 
claimed for large plants, large business units, ordinary combinations, 
integrated combinations, and monopoly are lumped together in a 
chaotic way. The presentation of statistical “facts regarding concen- 
tration”’ is disfigured by the erroneous assumption that the earlier federal 
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censuses of manufactures, like that of 1905, included only the “factory 
industries.” The discussion of “the laws regarding co-operation” is 
based too largely upon one legal textbook and clearly overestimates the 
degree of restraint of trade permissible under the common law. 

There is no recognition of the profound difficulty of the economic 
questions relating to the “inevitableness” of an increasing measure of 
combination and to the advantages of combination per se. Nor is Presi- 
dent Van Hise any more fortunate in his discussion of remedies. Some 
of his proposals are such as most economists are agreed upon, but his 
emphasis is put upon the permission of “reasonable co-operation,” 
which, while going to the length of price agreements, restriction of out- 
put, etc., is not to be allowed to amount to monopoly. One wonders 
just what President Van Hise means by monopoly! 

Prices, as well as the conditions of both competition and “co- 
operation,” are to be controlled by commissions, but no account is taken 
of the root difficulty of this program of control, i.e., the conditions under 
which new enterprise and new capital shall be allowed to come into a 
regulated business. The analogy of the control of natural monopolies 
is pushed altogether too far. 

Mention should be made, however, of the admirable discussion of 
the necessity of regulating the exploitation of natural resources, and 


tribute should be paid to the fine and wholesome spirit of devotion to the 
public welfare which pervades the whole book. 


ALLYN A. YOUNG 
CoRNELL UNIVERSITY 





Justice and the Modern Law. By Everett V. Apsot. Boston and New 
York: Houghton Mifflin Co., 1913. 8vo, pp. ix+299. $1.60. 

This book is a lawyer’s plea for the realization, in present-day legal admin- 
istration, of the ethical standards which the author asserts are inherent in both 
the common and the constitutional law. Modern courts have departed from 
the moral law, upon which these latter laws were founded, when confronted by 
changed conditions. The attorney of today has frequently shown his inca- 
pacity to apply the reasoning of the leading cases to new issues, and he has often 
been led into absurdities by blind adherence to rules which have lost their sub- 
stance. The rise of the corporation, for instance, has created problems of rate 
regulation and trust control. In the most important cases involving these 
questions, either the advocates have utterly failed to comprehend the vital 
points or the court has dismissed, as immaterial, argument that was funda- 
mentally sound, although sometimes inadequately expressed. The judges have 
also consciously usurped legislative power. However, the fault of the present 
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administration of the law is to be attributed primarily not to the character of 
the judiciary nor to the inelasticity of eighteenth-century maxims, but to the 
prevalence of hasty generalizations and of illogical reasoning in the decisions 
of even the highest courts. Substantial justice can be attained only by the 
demand that no case be decided without sufficient reason, valid and just in and 
of itself, and that no weight of authority, however great, be allowed to serve as 
a substitute for clear thinking. If Supreme Court justices cannot be prevailed 
upon to study logic, at least an ultimate remedy is to be found, the author 
believes, in the education of the coming generation of attorneys in the rules 
of argumentation. 

The clearness of reasoning which the author displays in discussing the 
judicial interpretation of such laws as the Sherman anti-trust act is marred by 
unconscious bias. Although he stigmatizes the action of courts in handing 
down opinions based on insufficient evidence and without giving all parties an 
opportunity to be heard, he himself would give scant hearing to men who 
differ with him as to viewpoint or method. 


First Annual Industrial Directory of New York State, 1912. Compiled 
and published under the direction of JoHN WILLIAMS, Commis- 
sioner of Labor. Albany: State Department of Labor, 1913. 8vo, 
pp. cclxiv+562. 

This volume was compiled for the very practical purpose of giving definite 
information as to the character of the laboring population and the industrial 
conditions by localities to the prospective manufacturer, who, it is hoped, 
will seize the opportunity thus presented and be guided into the community 
best adapted to his requirements, and, consequently, most likely to be benefited 
by his presence. 

The volume is divided into three parts, as follows: (1) descriptions of 
cities and villages having a population of 1,000 or more with special reference 
to features of importance from the standpoint of industrial organization; (2) 
tables showing conditions relative to population, agriculture, banking, manu- 
facturing, factories, factory employees, and hours of labor; (3) register of fac- 
tories, listing the name, street address, product, and number of employees of 
each of the large factories in the different communities of the state. 

This is the first of the annual industrial directories which are to be pre- 
pared by the New York Commissioner of Labor under the provisions of the 
New York act of 1911. 


Questions of Public Policy. New Haven: Yale University Press, 1913. 
12mo, pp. 134. $1.25 net. 
This book contains the Page lectures delivered in the year 1913 at the 
Sheffield Scientific School, Yale University. The lectures are four in number. 
The first, “The Character and Influence of Recent Immigration,” was given by 
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J. W. Jenks, the second, “The Essential and Unessential in Currency Legis- 
lation,” by A. Piatt Andrew, the third, “The Value of the Panama Canal to 
This Country,” by Emory R. Johnson, and the fourth, “Benefits and Evils of 
the Stock Exchange,” by Willard V. King. 

These lectures state and explain very clearly, in a general way, the essential 
topics and questions that may arise in any discussion of the above subjects. 
They are valuable, not so much for any arguments which are advanced or for 
facts or proofs given, as for their point of view, their suggestiveness. To one 
unacquainted with the subjects, the lectures give a general idea which can 
readily be enlarged by further study. They are well worth anyone’s reading. 


Co-Partnership and Profit-Sharing. By ANEURIN WiLLiAMs. New 

York: Henry Holt & Co., 1913. 16mo, pp. 256. $0.50. 

The first few chapters the author devotes to the discussion of the nature 
and origin of profit-sharing and co-partnership. This is followed by the 
presentation and discussion of some of the most notable among the various 
methods of sharing the net product between capital and labor. The advan- 
tages and disadvantages of each method are briefly discussed. The last three 
chapters of the book are devoted to the consideration of (1) the relation of 
co-partnership to trade unions, (2) the relation of co-partnership to co- 
operation, and (3) the transformation of capitalism. The author has high 
hopes for the movement to which he has devoted a great part of his time for 
more than twenty years and which he believes is “‘destined to do in the indus- 
trial world what the introduction of constitutional rights has done in govern- 
ment.” On reading the book one is at once struck with the honesty, frankness, 
and open-mindedness with which the author treats his problems. 


A Rural Survey in Southwestern Ohio. By P. L. Voct. (Miami Uni- 
versity Bulletin, Series XI, No. 8.) Oxford, Ohio, 1913. 8vo, 
PPp- 93- 

This bulletin discusses the economic, social, religious, educational, and 
tenancy conditions of Darke, Montgomery, Preble, and Butler counties in 
Southwestern Ohio. A considerable progress in the development of rural 
communities in shown by the gradual rise in affluence, culture, and spirit of 
co-operation in the farm life. 

An increase in tenancy has naturally resulted from national prosperity 
and the consequent increase of land values. The defects of the system, as 
pointed out by the author, are neither intrinsic nor irremediable. The de- 
clining membership of the churches shows only the reflection of the spirit 
of the modern age and is not a thing in itself to deplore. The condition of 
social progress is not any creed or dogma, but equality of opportunity for all. 
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A Study of Nine Hundred and Eighty-five Widows Known to Certain 
Charity Organization Societies in 1910. By Mary E. Ricumonp 
and Frep S. Hatt. New York: Charity Organization Department 
of the Russell Sage Foundation, 1913. 8vo, pp. 83. $0.25. 

The first part of this study is devoted to an analysis of the returns from an 
investigation into the living-conditions of 985 fatherless families in nine cities 
in 1910. In the last 30 pages, the authors have summarized in paragraphs the 
facts in regard to 61 widows who were specially studied. The schedule used 
in obtaining these data covers a very broad range of questions, some of which 
might be expected to elicit indefinite or unsatisfactory answers, but it seems to 
have been well adapted to the purposes of the investigators. As a first-hand 
study of a problem that touches many social questions, such as industrial 
insurance, delinquency of children, and working-conditions for women, this 
survey claims the especial attention of the student of charities and corrections. 


The Negro American Artisan. Edited by W. E. B. Du Bots. (Atlanta 
University Publications, No. 17.) Atlanta, Ga.: Atlanta Uni- 
versity Press, 1912. 12mo, paper, pp. 144. $0.75. 

This is a report of a social study made by Atlanta University under the 
patronage of the trustees of the John F. Slater Fund. A previous study and 
report was made in 1902, and issyed as Bulletin No. 7 of the “Atlanta Univer- 
sity Publications.” The present bulletin, dealing with the negro American 
artisan, gives first a very valuable bibliography relating to the social and 
economic life of the negro. It then discusses briefly such subjects as “The 
African Artisan,” “‘The ante-Bellum Negro Artisan,” ‘The Economics of 
Emancipation,” “The Occupation of Negroes,” by sections and states, “The 
Negro and Organized Labor,” “The Training of Negro American Artisans,” 
and “The Economic Future of the Negro American.” The subjects reveal 
the nature of the publication. Such studies cannot but render great aid in 
attacking the perplexities of the negro problem. 





